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Dear Shareholder:

TWO THOUSAND FIVE was a year in which we made solid progress on our strategic
plan and produced substantially improved results. Accomplishing these goals
required us to instigate significant change.

Those of you who have followed our bank’s growth over the last few years will
recall that we sold our mortgage company in 2003. The sale was well-timed, and
we received an excellent return on our investment. The sale allowed us to focus
fully on building the core bank without the distraction of managing a mortgage
company, and it helped fund our most recent mergers with Plaza Bank in San
Antonio and Oaks Bank & Trust in Dallas. However, the sale of the mortgage
company also reduced our annual earnings at the time by approximately 50 per-
cent, and the removal of the mortgage company from our financials gave us a
clear picture of how the banks financial performance looked standing alone.
This view provided clarity into where we were and where we had to go.

I'm proud to say that thanks to the changes we've implemented and through the
hard work of our very talented bankers, we are beginning to see improved
results and tangible progress on our strategic plan.

I'd now like to speak to the bigger picture: where we were, where we are now,
where we're going, and how we’re going to get there.

Where We Were

In the past, Sterling Bank operated as an amalgamation of community banks that
functioned somewhat autonomously. While we were fortunate to be in the right
place at the right time — serving owner-operated businesses effectively when
most of the bigger banks in Texas were reducing service to their small business
customers through automation — we did not operate with an appropriate level of
efficiency or with much innovation.

In the meantime, our Texas
markets were beginning to
change. For one thing, larger
banks began to provide better
service to the small business
segment, and banks from all
over the country began to
move in. As a result, aggressive
competition is now the order of
the day, and mergers and
acquisitions of small banks by
larger ones are commonplace.

Where We Are Now

Today Sterling is moving from
a collection of community
banks to a structure that
resembles a sophisticated Texas




super-community bank, and we are making
great progress. We serve three of the largest
cities in the country that also encompass some
of the very best banking markets in the United
States. While our market segment is competi-
tive, it is also very large and growing. For
example, deposits in Texas grew by 13 percent
last year, among the highest growth rates of
the larger states. We continue to attract new
customers who appreciate the personal touch
we bring to business banking, and changes to
our credit policies and loan procedures are
helping us to better serve customers. Our
Energy Lending and SBA Lending Groups are
gaining traction through referrals from our
offices, and our Treasury Management and
International Departments are beginning to
grow, as well.

We're changing our credit culture and improv-
ing our overall efficiency, and we've aligned our
managerial reporting to match the changing
structure of our organization. This will enable
us to apply resources effectively to growth
areas, hold our bankers accountable, and
reward them for good performance. At $3.7 bil-
lion in total assets, we can't grow at an accept-
able rate by continuing to make only very small
loans. Accordingly, we will continue to recruit
more lenders familiar with medium-sized com-
panies and the banking services they need.

Where We're Going

Given the current market conditions and economic climate, we believe we can
continue to grow loans and deposits at a double-digit rate for the foreseeable
future. We'll remain focused on serving small to medium-sized businesses while
building the other areas of the bank which have tremendous promise. These
include Treasury Management, Internet Banking, International Banking, Private
Client Services, and retail banking, which we call Personal Relationship Banking.

Our goal to be the leading owner-operated business bank in Texas is very
achievable, and we are becoming a high-performing, well-managed Texas bank-
ing institution. To remain competitive in our markets, however, we’ll continue
to adjust some of our methods of operation. For example, during 2006 we will
introduce free checking and free Internet banking.

Why should we make these changes? Because Texas needs a bank like Sterling,
and we believe the market will continue to respond positively to the things
we are doing.




How We're Going To Get There

Here are some of the actions we have taken in 2005 and will
continue to pursue in 2006 and beyond:

Attract and retain talented bankers by aggressively recruit-
ing experienced lenders to come to Sterling and by providing
proper incentives and adequate training that will allow them
to achieve their goals and develop their careers. For instance,
highly-regarded, experienced executives such as Allen
Brown, whom we added in late 2004 as CEO of Private
Client Services, have helped us place an enhanced focus on
increasing non-interest income from Private Banking,
Brokerage, Trust Services, and Treasury Management
Services. In May we retained Sonny Lyles as Executive Vice ’ h
President and Chief Credit Officer. Mr. Lyles brings 30 years
of experience to our credit area. In January, 2006, we added
John Rossitto as Executive Vice President and CEO of
Personal Relationship Banking to focus on enhancing person-
al banking services and products. Mr. Rossitto has over 35
years in banking, primarily in leadership positions through-
out Houston and Texas that spanned many areas of banking.
Adding these experienced bankers to our existing team sets
the stage for the realization of our long-term goals.

Maintain focus on our business banking market segment
by giving our bankers the products, services, and support
that will allow them to fulfill our customers’ needs and

generate the growth necessary to build shareholder value.

Facilitate the additional growth that will come from our existing and future cus-
tomers, from new offices we open, and from banks we acquire. Growth in 2005
came from our existing customers and bankers as well as through the opening of
two new offices and the merger with Oaks Bank. We are now strategically located
in the heart of the Texas Medical Center in Houston. With more than 65,000
employees, this medical complex represents the worlds largest concentration of
physicians, hospitals, and medical schools. In addition, our Pasadena office was
relocated last spring to an up-to-date facility in a more prominent location in this
large and thriving community just east of Houston.

The momentum we gained from increased loan activity and other achievements
in 2005 also has positioned us well for 2006. Growing non-interest income will
continue to be a priority as we fortify our Private Client Services group with
knowledgeable specialists and competitive products. The strengthening of our
credit area brought about greater consistency and speed in our loan approval
processes as well as in risk management. We are continuing to strengthen our
incentive programs to give employees a clear line of sight into what is vitally
important for building a high-performing bank. The installation of a new AS 400
(a core component of our computer network) is providing additional capacity for
growth and allowing us to effectively launch new products that will help us serve
larger and more complex customers.




As always, increasing shareholder value by
continuously improving the overall service
we offer to customers will be a priority. For
example, our increased focus on Personal
Relationship Banking will provide for the
complete banking needs of our business
owners, their families and employees, and
the communities surrounding our 40 offices.
This is unquestionably the kind of Personal
Relationship Banking our customers demand
and most certainly deserve.

Strengthen our Board by adding people
who bring the specific skills and experience
we need to grow. In 2005 the Board elected
David Hatcher to the position of Lead
Director. As the current Chairman and CEO
of another publicly traded company, he adds
an experienced voice to the ongoing formation of our strategy and will help
insure the health of our organization. The Board also added Dan Tutcher,
President of Enbridge Energy, to our board of directors. His experience and
knowledge of the energy industry add depth to our board and additional sup-

" port for our growing energy lending practice. In addition, the Board added Max
Wells, former Chairman and CEO of Oaks Bank & Trust, to our board of direc-
tors. His many years of experience in Dallas, and his extensive knowledge of that
banking market represent a powerful boost to our Dallas expansion.

J. Downey Bridgwater, Chairman,
President & Chief Executive Officer

Our vision of leading businesses to success by
providing personal service through integrity, respon-
sibility, teamwork, and respect for each other will
not change. The way we meet our customers’ needs,
however, must continually change as our markets
change. And our markets are changing, through
increased competition and product sophistication,

to increased customer sophistication, as well. I'm
proud to say we're meeting those challenges and
preparing for the continuing growth of our company.

Thank you for the opportunity to serve you as
the leader of a great, and growing, Texas banking
Institution.

Sincerely,

A7

J. Downey Bridgwater
Chairman, President & Chief Executive Officer
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FINANCIAL HIGHLIGHTS

(dollars in thousands except per share data)

INCOME STATEMENT

Fiscal year ended December 31 2005 2004 2003
Net Income $36,222 $24,963 $49.110
Income from Continuing Operations 36,222 24,963 28,354
PER SHARE
Earnings Per Share (Diluted)
Total $0.79 $0.55 $1.10
Continuing Operations 0.79 0.55 0.64
Book Value per Common Share at Period End 7.38 6.95 6.55
KEY PERFORMANCE RATIOS
Return on Average Assets
Total 1.02% 0.78% 1.48%
Continuing Operations 1.02% 0.78% 0.86%
- Return on Average Common Equity
Total 11.07% 8.23% 18.18%
Continuing Operations 11.07% 8.23% 10.50%
Net Interest Margin 4.63% 4.43% 4.49%
BALANCE SHEET
Total Assets $3,726,859  $3,336,806  $3,206,880
Loans 2,699,362 2,344977 2,157,039
Deposits 2,838,143 2,443,967 2,418,369
Shareholders' Equity 334,472 313,172 292,596




INVESTOR INFORMATION

STOCK MARKET PRICE RANGE AND DIVIDENDS ON COMMON STOCK

2005 2005 2005 2005 2005
For the Quarter 1st - 2nd 3rd 4th Year
High Closing Price $14.75 $15.56 $15.99 $16.16 $16.16
Low Closing Price 13.38 12.87 14.20 13.67 12.87
Dividend 0.06 0.06 0.06 0.06 0.24
Stock Listings Corporate Headquarters Analysts

Sterling Bancshares, Inc. common
stock is traded through the
Nasdaq National Market System
under the symbol SBIB. In news-
paper listings, Sterling Bancshares
stock is frequently listed as
SterBesh or StriBnc.

Registrar and Transfer Agent

American Stock Transfer
& Trust Company
Shareholder Services

59 Maiden Lane

Plaza Level

New York, NY 10038

Shareholders who have questions
regarding their ownership of
Sterling Bancshares stock should
contact the Registrar at
800-937-5449 or

www.amstock.com.

Dividend Calendar

Dividends declared on Sterling
Bancshares common stock are
payable quarterly during February,
May, August and November.

Sterling Bancshares, Inc.
2550 North Loop West
Suite 600

Houston, Texas 77092
713-466-8300

Independent Auditors

Deloitte & Touche, LLP
333 Clay Street, Suite 2300
Houston, Texas 77002

SEC Reports and
Additional Information

Analysts, investors, and others
seeking copies of Sterling
Bancshares Annual Report (Form
10-K) and Quarterly Reports
(Form 10-Q) to the Securities and
Exchange Commission, or addi-
tional financial information about
Sterling Bancshares, Inc., may
visit www.banksterling.com.

Investor Relations Contact

Chris Reid, Vice President
713-507-2873
investorrelations@banksterling.com

The firms listed below follow
Sterling Bancshares stock:

o Bear Stearns & Co., Inc.

o Cohen Bros. & Company

o Fox-Pitt, Kelton

o FTN Midwest Securities Corp.
o Harris Nesbitt Corp.

o Hoefer & Arnett

o Howe Barnes Investments, Inc.
o JP Morgan Securities, Inc.

o Keefe, Bruyette & Woods

o Oppenheimer & Co.

o Piper Jaffray & Co.

o RBC Capital Markets

o Sanders Morris Harris Group

o Sandler O'Neill Partners, LP

o Stanford Group Company

° Stephens Inc.

o Stifel Nicolaus & Company, Inc.
o SunTrust Robinson Humphrey

Annual Meeting

The Annual Meeting of
Shareholders will be held on
Monday, April 24, 2006 at
1:30 p.m. at the offices of
Locke Liddell & Sapp LLP,
located at Chase Tower,
25th floor, 600 Travis,
Houston, Texas 77002.
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HOUSTON

SAN ANTONIO  *

DALLAS

STERLING BANCSHARES, INC. is the sole owner of Sterling Bank, a leader
in banking services for owner-operated businesses in Houston, San Antonio,
and Dallas — the nation’ fourth, eighth and ninth largest cities. The bank has
grown rapidly since going public in October 1992 with assets at that time of
$265 million. As of December 31, 2005, Sterling operated 40 offices and its
assets totaled $3.7 billion.

For more than 31 years, the bank has produced excellent results by concen-
trating on its core competencies of internal growth, opening new offices, and
strategic mergers and acquisitions. In addition, the bank has a strong capital
position which will support future growth opportunities.
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PART1
ITEM 1. Business

The disclosures in this item are qualified by the section entitled “Forward-Looking Statements” in
Management’s Discussion and Analysis of Financial Condition and Results of Operations included in Item 7 of
this report.

Overview

For more than 31 years, Sterling Bancshares, Inc. and Sterling Bank have served the banking needs of small to
mid-sized businesses. We provide a broad array of financial services to Texas businesses and consumers through
40 banking offices in the greater metropolitan areas of Houston, San Antonio and Dallas, Texas. These cities are the
4th, 8th and 9th largest, respectively, in the United States based on population according to the U.S. Census Bureau.

Sterling Bancshares was incorporated under the laws of the State of Texas in 1980 and became the parent bank
holding company of Sterling Bank in 1981. Sterling Bank was chartered in 1974 under the laws of the State of
Texas. Our principal executive offices are located at 2550 North Loop West, Suite 600, Houston, Texas, 77092
and our telephone number is (713) 466-8300.

In this filing, we may refer to Sterling Bancshares, Inc., on a parent-only basis, as “Sterling Bancshares” and to
Sterling Bank as the “Bank”. Sterling Bancshares, the Bank and other subsidiaries of both may be collectively
referred to as the “Company.”

At December 31, 2005, we had consolidated total assets of $3.7 billion, deposits of $2.8 billion, and
shareholders’ equity of $334.5 million. On September 30, 2005, we completed the acquisition of Prestonwood
Bancshares, Inc. (“Prestonwood”), and its subsidiary bank, The Oaks Bank & Trust Company (“The Oaks
Bank”), a privately held bank holding company that operated five banking offices in Dallas, Texas. We now
operate these acquired offices under the name of Sterling Bank. The results of operations for this acquisition
were included in our financial results beginning October 1, 2005.

On September 30, 2003, we sold our 80% interest in Sterling Capital Mortgage Company (“SCMC”). SCMC
provided mortgage-banking services to consumers through 110 production offices in Texas and 15 other states.
After we acquired our initial interest in 1996, SCMC grew substantially. We sold SCMC because its operations
were not a part of our fundamental business strategy and its size placed us at significant risk to adverse changes
in the mortgage industry caused by interest rate fluctuations. This sale has allowed us to focus on our core
business strategy of providing commercial banking services to small and mid-sized owner operated businesses.

SCMC’s operations were reported previously as the Company’s mortgage banking segment. Following the sale
of SCMC, the Company operates a single segment engaged in the commercial banking business. The results of
SCMC have been segregated from continuing operations and are reported as discontinued operations in the
Company’s Consolidated Financial Statements.

Business Banking Strategy. We offer a broad range of financial products and services for small to mid-sized
businesses through full service banking offices. Each banking office is managed by banking professionals with
extensive lending experience. These professionals exercise substantial authority over credit and pricing decisions,
subject to a concurrence process and loan committee approval for larger credits. This approach, coupled with
continuity of service by the same staff members, enables us to develop long-term customer relationships,
maintain high quality service and respond quickly to customer needs. Our emphasis on local relationship
banking, together with a conservative approach to lending, are important factors in our success and growth.

We provide a wide range of commercial and consumer banking services, including demand, savings and time
deposits; commercial, real estate and consumer loans; merchant credit card services; letters of credit; and cash
and asset management services. In addition, we facilitate sales of brokerage, mutual fund, alternative financing
and insurance products through third-party vendors. Bank deposits are insured up to applicable limits by the
Bank Insurance Fund (“BIF”) of the Federal Deposit Insurance Corporation (“FDIC”).
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Our primary lending focus is providing commercial loans and owner-occupied real estate loans to local
businesses with annual sales ranging from $300 thousand to $30 million. Typically, these customers have
financing requirements between $50 thousand and $4 million. The Bank’s credit range allows for greater
diversity in the loan portfolio, less competition from larger banks, and better pricing opportunities.

The Bank offers a broad scope of services which include our Treasury Management, specialized lending
(including energy lending and leasing activities) and Private Client Services groups. The Bank’s Capital Markets
group is involved in secondary purchases of government guaranteed loans and wholesale real estate lending
activities. These additional services enable the Bank to be a more comprehensive financial resource dedicated to
helping owner-operated businesses meet their financial services needs.

We maintain a strong community orientation by, among other things, supporting the active participation of our
officers and employees in local charitable, civic, school, religious and community development activities. Each
banking office may also appoint selected customers to a business development board that assists in introducing
prospective customers to us and in developing or improving products and services to meet customer needs. Our
lending and investing activities are funded primarily by core deposits. This stable source of funding comes to us
by developing strong banking relationships with customers through our broad product offering, competitive
pricing, convenience and service. At December 31, 2005, more than 37% of our total deposits were noninterest-
bearing demand deposits.

Certain operational and support functions that are transparent to customers have been centralized. This has
allowed us to improve consistency and cost efficiencies in the delivery of products and services by each banking
office. Centralized functions include services such as data processing, bookkeeping, accounting and finance, loan
administration, loan review, compliance, treasury, risk management and internal auditing. Credit policy and
administration, strategic planning, marketing and other administrative services also are provided centrally. Our
banking offices work closely with our operational and support functions to develop new products and services
and to introduce enhancements to existing products and services.

Company Growth Strategy

Our growth strategy has been concentrated on increasing our banking presence in the greater Houston, San
Antonio and Dallas market areas. We have grown through a combination of internal growth, acquisitions and the
opening of new banking offices. We regularly evaluate opportunities to acquire banks and other financial
services companies that complement our existing business, expand our market coverage and enhance our product
offerings.

Acquisitions. Acquisitions have been important to our growth. Our acquisitions since 2001 are listed in the
following table:

Total Assets at Total Loans at  Total Deposits at

Acquired Entity Acquisition Date Acquisition Date Acquisition Date Acquisition Date
Prestonwood Bancshares, Inc. ......... September 30, 2005  $128 million $ 75 million $118 million
South Texas Capital Group, Inc. ........ October 31, 2003 83 million 65 million 68 million
ENB Bankshares, Inc. ................ September 13, 2002 71 million 64 million 58 million
Community Bancshares, Inc. .......... December 17, 2001 118 million 80 million 115 million
Lone Star Bancorporation, Inc. (1) ...... August 23, 2001 165 million 126 million 153 million
CaminoReal Bancshares of Texas, Inc. .. March 22, 2001 284 million 146 million 248 million

(1) Accounted for using the pooling-of-interests method.

Refer to Note 2 to the Consolidated Financial Statements for more information regarding recent acquisitions. We
have accomplished these acquisitions without substantially altering our balance sheet in a way that would impact
the long-term value of our franchise. We continue to seek acquisitions as they become available and prove to be
aligned with our business banking philosophy.




De Novo Offices. De novo offices are new banking offices that we build or lease. Since 2001, we have opened
four new banking offices, all of which are located in Houston.

In some instances when we open a new office, we issue a separate series of convertible preferred stock to local
business owners and others who are able to contribute substantially to the business development efforts of the
new banking office. These preferred shares typically are convertible into common shares after three years at
ratios based on deposit growth objectives for the new banking office. Refer to Note 14 to the Consolidated
Financial Statements for more discussion of these preferred stock issuances. Strategically, this practice is not
designed to raise capital, but rather to attract and retain the foundational relationships that allow a new office to
achieve profitability in a shorter period of time.

Strategic Divestitures of Banking Offices. During 2004, we closed one banking office and merged its operations
into another location. We retained substantially all of the loans and deposits associated with this location. The
bank building and related fixtures for this location were sold for a pre-tax loss of $27 thousand.

During 2003, we sold five rural banking offices that were not consistent with our focus on large urban centers
with greater concentrations of owner-operated businesses. These banking offices were acquired as parts of
previous acquisitions. In the aggregate, assets of $37.8 million, loans of $34.0 million and deposits of $150.9
million were sold in three transactions for an aggregate pre-tax net gain of $3.5 million.

Competition

The financial services industry is highly competitive. There are a number of new banking competitors who have
entered, or greatly expanded their presence in Texas—particularly in the Houston, San Antonio and Dallas
markets in which we operate. We experience significant competition in attracting and retaining deposits and
making loans, as well as in providing other financial services in each of our markets. Product pricing, customer
convenience and service capabilities, and breadth of product lines are significant competitive factors. We also
experience significant competition in attracting and retaining qualified banking professionals.

Our most direct competition for loans comes from other banks. Our most direct competition for deposits comes
from other banks, savings institutions and credit unions doing business in our markets. We also experience
competition from nonbanking sources, including mutual funds, corporate and governmental debt securities and
other investment alternatives offered within and outside of our primary markets. Many of our competitors are
much larger in total assets and capitalization, have greater access to capital markets and offer a broader range of
financial products and services, in particular on the retail side of our business.

Supervision and Regulation

Bank holding companies and banks are extensively regulated under federal and state laws. This regulation is
intended primarily for the protection of depositors and the deposit insurance fund and not for the benefit of
shareholders. A summary description of the material laws and regulations that relate to our operations is included
below. These descriptions are not intended to be complete and are qualified in their entirety by reference to such
statutes and regulations.

Regulatory Oversight. Sterling Bancshares and its second tier holding company, Sterling Bancorporation, Inc.,
are bank holding companies registered under the Bank Holding Company Act of 1956, as amended (“BHCA”),
and are subject to supervision and regulation by the Federal Reserve Board. Federal laws subject bank holding
companies to particular restrictions on the types of activities in which they may engage, and to a range of
supervisory requirements and activities, including regulatory enforcement actions for violations of laws and
policies. In addition, Texas law authorizes the Texas Department of Banking to supervise and regulate a holding
company controlling a state bank. Further, our securities are registered with the Securities and Exchange
Commission (“SEC”) under the Securities Exchange Act of 1934, as amended (the “Exchange Act”). As such,
we are subject to the information, proxy solicitation, insider trading and other requirements and restrictions of the
Exchange Act. We are also subject to the provisions of the Sarbanes-Oxley Act of 2002, which primarily
addresses corporate governance, internal controls and disclosure matters.
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Bank Holding Company Activities. Sterling Bank is a Texas-chartered banking association and its deposits are
insured, up to applicable limits, by the Bank Insurance Fund of the FDIC. The Bank is subject to supervision and
regulation by both the Texas Department of Banking and the FDIC, and may be subject to special restrictions,
supervisory requirements and potential enforcement actions. The Bank is not a member of the Federal Reserve
System; however, the Federal Reserve Board also has supervisory authority that indirectly affects the Bank. The
Bank is a member of the Federal Home Loan Bank and, therefore, is subject also to compliance with its
requirements.

Under the BHCA, Sterling Bancshares’ activities, as well as the activities of entities which it controls or owns
5% or more of the voting securities, are limited to banking, management and control of banks, furnishing or
performing services for its subsidiaries, or any other activity which the Federal Reserve Board determines to be
incidental or closely related to banking or managing or controlling banks. The BHCA provides for certain limited
exceptions to this general prohibition. The Gramm-Leach-Bliley Act amended the BHCA and granted certain
expanded powers to bank holding companies as discussed below.

The Gramm-Leach-Bliley Act authorizes affiliations between banking, securities and insurance firms and
authorizes bank holding companies and state banks, if permitted by state law, to engage in a variety of new
financial activities. Bank holding companies may also elect to become financial holding companies if they meet
certain requirements relating to capitalization and management and have filed a declaration with the Federal
Reserve Board. Among the permitted activities by bank holding companies are securities and insurance
brokerage, securities underwriting, insurance underwriting and merchant banking. The Federal Reserve Board, in
consultation with the Department of Treasury, may approve additional financial activities. We have not filed an
election to be a financial holding company.

Anti-Money Laundering; USA PATRIOT Act. Financial institutions must maintain anti-money laundering
programs that include established internal policies, procedures and controls; a designated compliance officer; an
ongoing employee training program; and testing of the program by an independent audit function. Financial
institutions are prohibited from entering into specified financial transactions and account relationships and must
meet enhanced standards for due diligence and “knowing your customer” in their dealings with foreign financial
institutions and foreign customers. Financial institutions must take reasonable steps to conduct enhanced scrutiny
of account relationships to guard against money laundering and to report any suspicious transactions. The
Uniting and Strengthening America by Providing Appropriate Tools Required to Intercept and Obstruct
Terrorism Act of 2001 is intended to strengthen U.S. law enforcement’s and the intelligence communities’ ability
to work cohesively to combat terrorism on a variety of fronts. Its impact is significant and wide-ranging and has
substantially increased the Company’s anti-money laundering obligations. Failure of a financial institution to
maintain and implement adequate programs to combat these matters, or to comply with all of the relevant laws or
regulations, could have serious legal and reputational consequences for the institution.

Safety and Soundness Standards. The Financial Institutions Reform, Recovery and Enforcement Act of 1989
(“FIRREA”) expanded the Federal Reserve Board’s authority to prohibit activities of bank holding companies
and their non-banking subsidiaries which represent unsafe and unsound banking practices or which constitute
violations of laws or regulations. Notably, FIRREA increased the amount of civil monetary penaltics that the
Federal Reserve Board can assess for certain activities conducted on a knowing and reckless basis, if those
activities cause a substantial loss to a depository institution. The penalties can be as high as $1 million per day.
FIRREA also expanded the scope of individuals and entities against which such penalties may be assessed.

The federal agencies that regulate banks and savings associations jointly issued guidelines for safe and sound
banking operations as required by Section 132 of the Federal Deposit Insurance Corporation Improvement Act
(“FDICIA”). The guidelines identify the fundamental standards that the four agencies follow when evaluating the
operational and managerial controls at insured institutions. An institution’s performance will be evaluated against
these standards during the regulators’ periodic on-site examinations.




Dividend Restrictions. 1t is the policy of the Federal Reserve Board that bank holding companies should pay cash
dividends on common stock only out of income available over the past year and only if prospective earnings
retention is consistent with the organization’s expected future needs and financial condition. This policy provides
that bank holding companies should not maintain a level of cash dividends that undermines the bank holding
company’s ability to serve as a source of strength to its banking subsidiaries. Under Federal Reserve Board
policy, a bank holding company is expected to act as a source of financial strength to each of its banking
subsidiaries and commit resources to their support. Such support may be required at times when, absent this
Federal Reserve Board policy, a bank holding company may not be inclined to provide it.

Capital Adequacy Requirements. The Federal Reserve Board monitors the capital adequacy of bank holding
companies using risk-based capital adequacy guidelines to evaluate their capital adequacy. The Bank is subject to
similar requirements promulgated by the FDIC and the Texas Department of Banking. Under the guidelines,
specific categories of assets and certain off-balance sheet assets such as letters of credit are assigned different risk
weights, based generally on the perceived credit risk of the asset. These risk weights are multiplied by
corresponding asset balances to determine a “risk-weighted” asset base. In addition, the guidelines define each of
the capital components. Total capital is defined as the sum of “core capital elements” (“Tier 1) and “supplemental
capital elements” (“Tier 2”), with “Tier 2 being limited to 100% of “Tier 1.” For bank holding companies, “Tier 1”
capital includes, with certain restrictions, common shareholders’ equity, noncumulative perpetual preferred stock
and related surplus, a limited amount of cumulative perpetual preferred stock, and a limited amount of cumulative
perpetual stock and minority interest in equity accounts of consolidated subsidiaries, less goodwill and other
intangible assets. “Tier 2” capital includes, with certain limitations, perpetual preferred stock not meeting the Tier 1
definition, mandatory convertible securities, subordinated debt, and allowances for credit losses, less certain
required deductions. The guidelines require a minimum ratio of total capital-to-risk-weighted assets of 8.0% (of
which at least 4.0% is required to be comprised of “Tier 1” capital elements).

A minimum “Tier 1” leverage ratio is used as an additional tool to evaluate the capital adequacy of banks and
bank holding companies. “Tier 1” leverage ratio is defined to be “Tier 1” capital divided by its average total
consolidated assets. Certain highly rated institutions may maintain a minimum leverage ratio of 3.0% “Tier 17
capital to total average assets while others are required to maintain a leverage ratio of 4.0% to 5.0%. The Texas
Department of Banking’s policy requires state chartered banks to maintain a leverage ratio of at least 6%.

Corrective Measures for Capital Deficiencies. The federal banking regulators are required to take “prompt
corrective action” with respect to capital-deficient institutions. Agency regulations define, for each capital
category, the levels at which institutions are “well capitalized,” “adequately capitalized,” “undercapitalized,”
“significantly undercapitalized” and “critically undercapitalized.” A “well capitalized” bank has a total risk-
based capital ratio of 10.0% or higher; a Tier 1 risk-based capital ratio of 6.0% or higher; a leverage ratio of 5.0%
or higher; and is not subject to any written agreement, order or directive requiring it to maintain a specific capital
ratio for any capital measure. An “adequately capitalized” bank has a total risk-based capital ratio of 8.0% or
higher; a Tier 1 risk-based capital ratio of 4.0% or higher; a leverage ratio of 4.0% or higher (3.0% or higher if
the bank was rated a composite 1 in its most recent examination report and is not experiencing significant
growth). A bank is “undercapitalized” if it fails to meet any one of the ratios required to be adequately
capitalized. The Company believes that as of December 31, 2005, the Bank was “well capitalized” based on the
guidelines and ratios for purposes of the FDIC’s prompt corrective action regulations.

In addition to requiring undercapitalized institutions to submit a capital restoration plan, agency regulations contain
broad restrictions on certain activities of undercapitalized institutions including asset growth, acquisition, branch
establishment and expansion into new lines of business. With certain exceptions, an insured depository institution is
prohibited from making capital distributions, including dividends, and is prohibited from paying management fees
to control persons if the institution would be undercapitalized after any such distribution or payment.

As an institution’s capital decreases, the FDIC’s enforcement powers become more severe. A significantly
undercapitalized institution is subject to mandated capital raising activities, restrictions on interest rates paid and
transactions with affiliates, removal of management and other restrictions. The FDIC has only very limited discretion
in dealing with a critically undercapitalized institution and is virtually required to appoint a receiver or conservator.
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Banks with risk-based capital and leverage ratios below the required minimums may also be subject to certain
administrative actions, including the termination of deposit insurance upon notice and hearing, or a temporary
suspension of insurance without a hearing in the event the institution has no tangible capital.

Imposition of Liability for Undercapitalized Subsidiaries. A bank holding company that fails to meet the
applicable risk-based capital standards will be at a disadvantage. For example, Federal Reserve Board policy
discourages the payment of dividends by a bank holding company from borrowed funds as well as payments that
would adversely affect capital adequacy. Failure to meet the capital guidelines may result in the issuance of
supervisory or enforcement actions by the Federal Reserve Board. FDICIA requires bank regulators to take
“prompt corrective action” to resolve problems associated with insured depository institutions whose capital
declines below certain levels.

Acquisitions by Bank Holding Companies. The BHCA requires a bank holding company to obtain the prior
approval of the Federal Reserve Board before it acquires all or substantially all of the assets of any bank, or
ownership or control of more than 5% of any class of voting shares of any bank.

Community Reinvestment Act. The Community Reinvestment Act of 1977 (“CRA”) and the regulations
promulgated by the FDIC to implement the CRA are intended to ensure that banks meet the credit needs of their
service area, including low and moderate income communities and individuals, consistent with safe and sound
banking practices. The CRA regulations also require the banking regulatory authorities to evaluate a bank’s
record in meeting the needs of its service area when considering applications to establish new offices or
consummate any merger or acquisition transaction. Under FIRREA, the federal banking agencies are required to
rate each insured institution’s performance under CRA and to make such information publicly available. In the
case of an acquisition by a bank holding company, the CRA performance records of the banks involved in the
transaction are reviewed as part of the processing of the acquisition application. A CRA rating other than
‘outstanding’ or ‘satisfactory’ can substantially delay or block a transaction. Based upon our most recent CRA
examination, the Bank has an outstanding CRA rating.

Permissible Activities for State-Chartered Institutions. The Texas Constitution provides that a Texas-chartered
bank has the same rights and privileges that are granted to national banks domiciled in Texas. The Texas Finance
Code also contains provisions that expand the powers of Texas-chartered banks. Under these provisions, a Texas-
chartered bank may, with limited exceptions, perform any act, own any property, and offer any product or service
that is permissible for any depository institution organized under federal law or the laws of any state, unless

(1) prohibited by the FDICA, or (ii) the Commissioner of the Texas Banking Department finds that the activity
would adversely affect the safety and soundness of the bank. However, FDICIA provides that no state bank or
subsidiary thereof may engage as principal in any activity not permitted for national banks, unless the institution
complies with applicable capital requirements and the FDIC determines that the activity poses no significant risk
to the Bank Insurance Fund.

Branching. Texas law provides that a Texas-chartered bank can establish a branch anywhere in Texas provided that
the branch is approved in advance by the Commissioner of the Texas Department of Banking. The branch must also
be approved by the FDIC, which considers a number of factors, including financial history, capital adequacy,
earnings prospects, character of management, needs of the community, and consistency with corporate powers.

Restrictions on Transactions with Affiliates and Insiders. Transactions between the Bank and its nonbanking
affiliates, including Sterling Bancshares, are subject to Section 23A of the Federal Reserve Act. An affiliate of a
bank is any company or entity that controls, is controlled by, or is under common control with the bank. In
general, Section 23A imposes a limit on the amount of such transactions, and also requires certain levels of
collateral for loans to affiliated parties. It also limits the amount of advances to third parties which are
collateralized by the securities or obligations of the Bank or its nonbanking affiliates.

Affiliate transactions are also subject to Section 23B of the Federal Reserve Act which generally requires that
certain other transactions between the Bank and its affiliates be on terms substantially the same, or at least as
favorable to the Bank, as those prevailing at that time for comparable transactions with or involving other
non-affiliated persons.




The restrictions on loans to directors, executive officers, principal shareholders and their related interests
(collectively, the “insiders”) contained in the Federal Reserve Act and Regulation O apply to all insured
institutions and their subsidiaries and holding companies. These restrictions include limits on loans to one
borrower and conditions that must be met before such a loan can be made. There is also an aggregate limitation
on all loans to insiders and their related interests. These loans cannot exceed the institution’s total unimpaired
capital and surplus, and the FDIC may determine that a lesser amount is appropriate. Insiders are subject to
enforcement actions for knowingly accepting loans in violation of applicable restrictions.

Brokered Deposit Restrictions. FIRREA and FDICIA generally limit institutions that are not well capitalized
from accepting brokered deposits. In general, undercapitalized institutions may not solicit, accept or renew
brokered deposits. Adequately capitalized institutions may not solicit, accept or renew brokered deposits unless
they obtain a waiver from the FDIC. Even in that event, the institution must comply with rate limitations imposed
by the Federal Deposit Insurance Act.

Restrictions on Subsidiary Banks. Dividends paid by the Bank provided substantially all of Sterling Bancshares’
cash flow during 2005 and will continue to do so in the foreseeable future. Under federal law, a bank may not
pay a dividend that results in an “undercapitalized” situation. At December 31, 2005, there was an aggregate of
approximately $141 million available for payment of dividends by Sterling Bank. At December 31, 2005, the
aggregate amount of dividends, which legally could be paid without prior approval of various regulatory
agencies, totaled approximately $74 million.

Other requirements under Texas law affecting the operation of subsidiary banks include requirements relating to
maintenance of reserves against deposits, restrictions on the nature and amount of loans that may be made and
the interest that may be charged thereon and limitations relating to investments and other activities.

Examinations. The FDIC periodically examines and evaluates insured banks. FDIC examinations are conducted
annually. The Texas Banking Commissioner also conducts examinations annually, unless additional
examinations are deemed necessary to safegnard the interests of shareholders, depositors and creditors.

Audit Reports. The Company must submit annual audit reports prepared by an independent registered public
accounting firm to federal and state regulators. In some instances, the audit report of the institution’s holding
company can be used to satisfy this requirement. In addition, financial statements prepared in accordance with
generally accepted accounting principles, management’s certifications concerning responsibility for the financial
statements, internal controls and compliance with legal requirements designated by the FDIC, and an attestation
by the independent registered public accounting firm regarding the statements of management relating to the
internal controls must be submitted. For institutions with total assets of more than $3 billion, an independent
registered public accounting firm may be required to review quarterly financial statements. FDICIA requires that
independent audit committees be formed, consisting solely of outside directors. Committees must include
members with experience in banking or financial management, must have access to outside counsel, and must not
include representatives of large customers.

Deposit Insurance Assessments. The Bank must pay assessments to the FDIC for federal deposit insurance
protection. The FDIC has adopted a risk-based assessment system as required by FDICIA. Under this system,
insured depository institutions pay insurance premiums at rates based on their risk classification. Institutions
assigned to higher-risk classifications pay assessments at higher rates than institutions that pose a lower risk. An
institution’s risk classification is assigned based on its capital levels and the level of supervisory concern the
institution poses to the regulators. In addition, the FDIC can impose special assessments in certain instances. The
FDIC may adjust the assessment rate schedule twice a year without seeking prior public comment, but only
within a range of five cents per $100 above or below the premium schedule adopted. The FDIC can make
changes in the rate schedule outside the five-cent range above or below the current schedule only after a full
rulemaking with opportunity for public comment.

Expanded Enforcement Authority. Federal banking agencies have broad enforcement powers, including the
power to terminate deposit insurance, impose substantial fines and other civil and criminal penalties, and appoint
a conservator or receiver. Failure to comply with applicable laws, regulations, and supervisory agreements could
subject the Bank and its affiliates, as well as officers and directors, to administrative sanctions and potentially
substantial civil penalties.




Effect on Economic Environment. The policies of regulatory authorities, including the monetary policy of the
Federal Reserve Board, have a significant effect on the operating results of bank holding companies and their
subsidiaries. Among the means available to the Federal Reserve Board to affect the money supply are open
market operations in U.S. government securities, changes in the discount rate on member bank borrowings and
changes in reserve requirements against member bank deposits. These means are used in varying combinations to
influence overall growth and distribution of bank loans, investments and deposits, and their use may affect
interest rates charged on loans or paid for deposits. Federal Reserve Board monetary policies have materially
affected the operating results of commercial banks in the past and are expected to continue to do so in the future.

Consumer Laws and Regulations. Banks are also subject to certain consumer laws and regulations that are
designed to protect consumers in transactions with banks. Among the more prominent of such laws and
regulations are the Truth in Lending Act, the Truth in Savings Act, the Electronic Funds Transfer Act, the
Expedited Funds Availability Act, the Equal Credit Opportunity Act, the Fair Credit Reporting Act, the Fair
Housing Act and consumer privacy protection provisions of the Gramm-Leach-Bliley. These laws and
regulations mandate certain disclosure requirements and regulate the manner in which financial institutions must
deal with consumers. With respect to consumer privacy, Gramm-Leach-Bliley generally prohibits disclosure of
customer information to non-affiliated third parties unless the customer has been given the opportunity to object
and has not objected to such disclosure. Financial institutions are further required to disclose their privacy
policies to customers annually.

Employees. The Company had 1,014 full time equivalent employees as of December 31, 2005. None of our
employees are represented by collective bargaining agreements and the Company considers its employee
relations to be good. In January 2005, Sterling Bancshares was named for the third consecutive year as one of the
top 100 companies to work for in America by Fortune magazine.

Available Information

Under the Exchange Act, Sterling Bancshares is required to file annual, quarterly and current reports, proxy
statements and other information with the SEC. You may read a copy of any document we file with the SEC at
the SEC’s Public Reference Room at 100 F Street, N.E., Washington, D.C. 20549. Please call the SEC at
1-800-SEC-0330 for further information about the Public Reference Room. The SEC maintains a web site at
http://www.sec.gov that contains reports, proxy and information statements, and other information we file
electronically with the SEC.

We make available, free of charge through our web site, our reports on Forms 10-K, 10-Q and 8-K, and
amendments to those reports, as soon as reasonably practicable after such reports are filed with the SEC.
Additionally, we have adopted and posted on our web site a Code of Ethics for Senior Financial Officers that
applies to our principal executive officer, principal financial officer and principal accounting officer. Our web
site also includes the charters for our Audit Committee and Corporate Governance and Nominating Committee.
The address for our web site is http://www.banksterling.com. We will also provide a printed copy of any of these
aforementioned documents free of charge upon request.




ITEM 1A. Risk Factors
Risks, Uncertainties and Other Factors That May Affect Our Future Results
Our profitability depends significantly on economic conditions.

Our success depends primarily on the general economic conditions of the nation, the Houston metropolitan area
and, to a lesser extent, that of the San Antonio and Dallas metropolitan areas. Unlike larger banks that are more
geographically diversified, we provide banking and financial services to customers primarily in the market areas
in which we operate. The local economic conditions of these areas have a significant impact on our commercial,
real estate and construction loans, the ability of the borrowers to repay these loans and the value of the collateral
securing these loans. A significant decline in general economic conditions, such as inflation, recession, acts of
terrorism, an outbreak of hostilities, unemployment and other factors beyond our control will impact these local
economic conditions and will negatively affect the financial results of our banking operations. In addition,
Houston remains largely dependent on the energy industry. A downturn in the energy industry and energy-related
business could indirectly and adversely affect our results of operations and financial condition.

We rely on an owner-operated business market.

Our business development and marketing strategy primarily targets the banking and financial needs of owner-
operated businesses with credit needs of under $4 million. These owner-operated businesses represent a major
sector of the Houston and national economies. If general economic conditions negatively impact this economic
sector in the metropolitan areas in which we operate, our results of operations and financial condition will be
significantly affected.

If our allowance for credit losses is not sufficient to cover actual loan losses, our earnings could decrease.

Our loan customers may not repay their loans according to the terms of these loans, and the collateral securing
the payment of these loans may be insufficient to assure repayment. We may experience significant credit losses
that could have a material adverse effect on our operating results. We make various assumptions and judgments
about the collectibility of our loan portfolio, including the creditworthiness of our borrowers and the value of the
real estate and other assets serving as collateral for the repayment of many of our loans. In determining the size
of the allowance, we rely on our experience and our evaluation of economic conditions. If our assumptions prove
to be incorrect, our current allowance may not be sufficient to cover future loan losses and adjustments may be
necessary to allow for different economic conditions or adverse developments in our loan portfolio. Significant
additions to our allowance would materially decrease our net income.

In addition, federal and state regulators periodically review our allowance for credit losses and may require us to
increase our provision for credit losses or recognize further loan charge-offs, based on judgments different than
those we make. Any increase in our allowance or charge-offs as required by these regulatory agencies could have
a negative affect on us.

Fluctuations in interest rates could reduce our profitability.

We realize income primarily from the difference between interest earned on loans and securities and the interest
paid on deposits and borrowings. We expect that we will periodically experience “gaps” in the interest rate
sensitivities of our assets and liabilities, meaning that either our interest-bearing liabilities will be more sensitive
to changes in market interest rates than our interest-earning assets, or vice versa. In either event, if market
interest rates should move contrary to our position, this “gap” will work against us, and our earnings may be
negatively affected.

We are unable to predict fluctuations of market interest rates, which are affected by the following factors:
+ inflation;
*  recession;

* arise in unemployment;
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* tightening money supply;
¢ international disorder; and

* instability in domestic and foreign financial markets.

Our asset/liability management strategy, which is designed to address the risk from changes in market interest
rates and the shape of the yield curve, may not prevent changes in interest rates from having a material adverse
effect on our results of operations and financial condition.

Competition with other financial institutions could adversely affect our profitability.

We face vigorous competition from banks and other financial institutions, including savings institutions, finance
companies and credit unions. A number of these banks and other financial institutions have substantially greater
resources and lending limits, larger branch systems and a wider array of banking services. To a limited extent, we
also compete with other providers of financial services, such as money market mutual funds, brokerage firms,
consumer finance companies and insurance companies. This competition may reduce or limit our margins on
banking services, reduce our market share and adversely affect our resulits of operations and financial condition.
Additionally, we face competition primarily from other banks in attracting, developing and retaining qualified
banking professionals.

We may not be able to maintain our historical growth rate which may adversely impact our results of
operations and financial condition.

We have initiated internal growth programs, completed various acquisitions and opened additional offices in the
past few years. We may not be able to sustain our historical rate of growth or may not even be able to grow at all.
We may not be able to obtain the financing necessary to fund additional growth and may not be able to find
suitable candidates for acquisition. Various factors, such as economic conditions and competition, may impede or
prohibit the opening of new branch offices. Further, our inability to attract and retain experienced bankers may
adversely affect our internal growth. A significant decrease in our historical rate of growth may adversely impact
our results of operations and financial condition.

We may be unable to complete acquisitions, and once complete, may not be able to integrate our acquisitions
successfully.

Our growth strategy includes our desire to acquire other financial institutions. We may not be able to complete
any future acquisitions and, if completed, we may not be able to successfully integrate the operations,
management, products and services of the entities we acquire. We may not realize expected cost savings or make
revenue enhancements. Following each acquisition, we must expend substantial managerial, operating, financial
and other resources to integrate these entities. In particular, we may be required to install and standardize
adequate operational and control systems, deploy or modify equipment, implement marketing efforts in new as
well as existing locations and employ and maintain qualified personnel. Our failure to successfully integrate the
entities we acquire into our existing operations may adversely affect our financial condition and results of
operations.

We operate in a highly regulated environment and may be adversely affected by changes in federal and local
laws and regulations.

We are subject to extensive regulation, supervision and examination by federal and state banking authorities.
Any change in applicable regulations or federal or state legislation could have a substantial impact on us and our
operations. Additional legislation and regulations may be enacted or adopted in the future that could significantly
affect our powers, authority and operations, which could have a material adverse effect on our financial condition
and results of operations. Further, regulators have significant discretion and power to prevent or remedy unsafe
or unsound practices or violations of laws by banks and bank holding companies in the performance of their
supervisory and enforcement duties. The exercise of this regulatory discretion and power may have a negative
impact on us.
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ITEM 1B. Unresolved Staff Comments

None.

ITEM 2. Properties

Our principal executive offices are located at 2550 North Loop West, Suite 600, Houston, Texas, 77092, in space
leased by the Company. In addition to our principal office, we operate the following locations:

Owned Leased Total

Banking offices in the Houston metropolitanarea .................. 15 11 26
Banking offices in the San Antonio metropolitanarea .............. 5 2 7
Banking offices in the Dallas metropolitanarea ................... 2 5 7
Central department offices ...................coiiiiiiiiiit. 1 2 3

Total ... 23 20 43

The Company has options to renew leases at most locations.

ITEM 3. Legal Proceedings

From time to time, the Company is a party to various legal proceedings incident to its business. Currently, neither
Sterling Bancshares nor any of its subsidiaries is involved in any material legal proceedings.

ITEM 4. Submission of Matters to a Vote of Security Holders

No matters were submitted to a vote of security holders during the fourth quarter of 2005.

PART 11

ITEM 5. Market for Registrant’s Common Equity, Related Shareholder Matters and Issuer Purchases of
Equity Securities

Common Stock Market Prices and Dividends

Our stock trades through The Nasdaq National Market under the symbol “SBIB.” The following table sets forth
the high and low closing stock prices of Sterling Bancshares’ common stock and the dividends paid thereon for
each quarter of the last two years.

Sales Price Per Share
High Low Dividend

2005

First quarter ..............ouiiuireennniiinnneann. $14.75 $13.38 $0.060

Secondquarter ......... ... i 15.56 12.87 0.060

Thirdquarter ........ ...t 15.99 14.20 0.060

Fourthquarter ........... . ... .. ... ... ciiiiiiio.. 16.16 13.67 0.060
2004

FirSt QUArtEr .. ... .ottt eeeie i i $14.22 $11.92 $0.050

Secondquarter .......... ... ... i 14.19 12.17 0.050

Thirdquarter .......... ... i 14.00 12.30 0.050

Fourthquarter ............ ... ciiiiiniiinnnnan. 15.00 13.02 0.050

On January 30, 2006, the Board of Directors declared a quarterly cash dividend of $0.07 per share payable on
February 24, 2006, to shareholders of record on February 10, 2006. We intend to continue to pay a dividend at a
minimum rate of $0.07 per share quarterly throughout 2006. However, there can be no assurance that we will continue
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to pay cash dividends on our common stock in the future or the amount or frequency of any such dividend. The
payment of future dividends is dependent on our future earnings, capital requirements and financial condition.

For information on the ability of the Bank to pay dividends and make loans to Sterling Bancshares, see
“Management’s Discussion and Analysis of Financial Condition and Results of Operations—Financial
Condition—Interest Rate Sensitivity and Liquidity” and Note 18 to the Consolidated Financial Statements.

As of February 3, 2006, the Company estimates that there were 1,005 shareholders of record of common stock.
The number of beneficial shareholders is unknown.

Recent Sales of Unregistered Securities

The Company did not issue any shares which were exempt from the registration under the Securities Act of 1933
pursuant to Section 3(a)(9) thereunder during 2005.

Issuer Repurchases of Equity Securities

On April 25, 2005, the Company’s Board of Directors authorized the repurchase of up to 2,500,000 shares of
common stock, not to exceed 500,000 shares in any calendar year. The Company may repurchase shares of its
common stock from time to time in the open market or through privately negotiated transactions. No shares were
repurchased by the Company during the second and third quarters of 2005. The table below lists the Company’s
purchases of its equity securities registered pursuant to Section 12 of the Exchange Act during 2005:

Total Number of Weighted Average Total Number of Shares Shares That May Yet Be

Shares Price Paid per  Purchased as Part of Publicly = Purchased Under the
Period Purchased Share Announced Plans Plans
November 1, 2005 to
November 30,2005 ...... 26,000 $15.83 26,000 2,474,000
December 1, 2005 to
December 31,2005 ...... 99,000 $15.88 99,000 2,375,000
Total .................... 125,000 125,000 2,375,000
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ITEM 6. Selected Financial Data

Year Ended December 31,
2005 2004 2003 2002 2001
(Dollars and shares in thousands, except for per share amounts)

Income Statement Data:

Net interest income . .................. $ 150230 $ 128,972 $ 132,732 $ 135,893 $ 115,352
Provision for creditlosses .............. 14,371 12,250 17,698 11,700 11,684
Noninterest income . ..............o... 26,959 31,025 33,187 29,706 24,791
Noninterestexpense . .................. 110,646 113,300 105,830 104,999 97,021
Income from continuing operations before

incometaxes ................0.n... 52,172 34,447 42,391 48,900 31,438
Income from continuing operations . . . . ... 36,222 24,963 28,354 33,183 21,308
Income from discontinued operations . . . .. — — 20,756 3,368 9,093
Netincome ..........ccvvveinvnnen.n. 36,222 24,963 49,110 36,551 30,401
Balance Sheet Data (at period-end):
Total assets . ........c.covivnininnnn.n. $3,726,859 $3,336,896 $3,206,880 $3,585,220 $2,779,868
Totalloans ............ccovivivnin.n. 2,699,362 2,344,977 2,157,030 2,644,862 1,928,293
Allowance for loanlosses .............. 31,230 29,406 30,722 27,248 22,927
Total securities . ................c..... 618,998 658,118 565,093 313,054 329,416
Trading assets ....................... 28,515 36,720 172,825 142,803 118,511
Total deposits . ..........covvvnrnn... 2,838,143 2,443,967 2,418,369 2,673,072 2,268,980
Short-term borrowings . ................ 392,850 420,575 324,160 509,590 180,298
Notespayable .. ...................... — — — 21,430 20,879
Subordinateddebt .................... 46,238 47,162 46,533 —_ _
Junior subordinated debt ............... 82,475 82,475 82,475 82,475 59,278
Shareholders’ equity .................. 334,472 313,172 292,596 249,327 217,369

Common Share Data:
Earnings per share from continuing
operations (1)
Basic .........iiiiiiii, $ 080 $ 056 $ 064 $ 076 $ 0.51
Diluted ......................... 0.79 0.55 0.64 0.74 0.50
Earnings per share from discontinued
operations (1)

Basic ............ .. it — — 0.47 0.08 0.22

Diluted ............... ... . .... — —_ 0.46 0.08 0.21
Earnings per share (1)

Basic ........ .. i, 0.80 0.56 1.11 0.83 0.72

Diluted .............. ... ...... 0.79 0.55 1.10 0.82 0.71

Shares used in computing earnings per
common share

Basic .......... .o, 45,288 44,839 44,180 43,872 42,180
Diluted ............ .. ... ...... 45,761 45,278 44,648 44,756 43,044
End of period common shares o
outstanding . ....................... 45,334 45,068 44.642 43,983 43,770
Book value per common share at
period-end
Total ........ ... . $ 738 § 695 3 655 $ 565 $ 4.96
Tangible ........................ 5.42 5.52 5.09 4.34 3.77
Cash dividends paid per common share ... 0.24 0.20 0.18 0.16 0.15
Common stock dividend payout ratio .. ... 30.00% 35.91% 16.19% 19.21% 19.41%
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Year Ended December 31,

2005 2004 2003 2002 2001

Selected Performance Ratios and Other Data:
Return on average common equity

Total ... 11.07% 823% 18.18% 15.48% 16.62%

Continuing ............. i, 11.07% 823% 10.50% 14.06% 11.65%
Return on average assets

Total .. e 1.02% 0.78% 1.48% 1.21% 1.24%

Continuing .. ...vvvit it 1.02% 0.78% 0.86% 1.10%  0.87%
Netinterest margin .. ...........ouuiiienenennenennenn 463% 4.43% 4.49% 513%  5.35%
Efficiencyratio .......... .. 62.44% 70.81% 63.78% 63.41% 69.23%
Full-time equivalent employees ........................ 1,014 961 1,036 1,065 1,014
Number of banking offices .................. ... ... ... 40 36 37 40 38
Liquidity and Capital Ratios:
Average loans to average deposits ............... ... ... 97.67% 89.32% 9991% 92.74% 84.28%
Period-end shareholders’ equity to total assets . ............ 897% 9.39% 9.12% 6.95%  7.82%
Average shareholders’ equity to average assets ............ 9.19% 9.52% 8.16% 7.83%  7.49%
Period-end tangible capital to total tangible assets . ......... 6.76% 1.61% 7.24% 6.04%  8.52%
Tier 1 capital to risk weighted assets .................... 9.99% 11.78% 12.30% 841%  9.64%
Total capital to risk weighted assets ..................... 12.36% 14.55% 15.40% 9.29% 10.66%
Tier 1 leverage ratio (Tier 1 capital to average assets) ....... 9.11% 10.15% 10.38% 7.81%  8.40%
Asset Quality Ratios:
Period-end allowance for credit losses to period-end loans . .. 1.20% 129% 1.42% 1.03% 1.19%
Period-end allowance for loan losses to period-end loans . . .. 1.16% 1.25% 1.42% 1.03% 1.19%
Period-end allowance for loan losses to nonperforming

10ANS . ..o e 142.99% 142.71% 90.66% 138.64% 161.51%
Nonperforming assets to period-end loans and foreclosed
BSSELS .« .ttt 083% 095% 1.68% 0.87%  0.85%

Nonperforming loans to period-end loans ................ 081% 0.88% 1.57% 0.74% 0.74%
Nonperforming assets to period-end assets ............... 060% 067% 1.13% 0.64% 0.58%
Net charge-offs to average loans ....................... 051% 0.58% 0.60% 037% 0.49%

(1) The calculation of diluted earnings per share excludes 111,775, 218,895, 620,431, 267,458 and 295,616
options for year 2005, 2004, 2003, 2002 and 2001, respectively, which were antidilutive.

ITEM 7. Management’s Discussion and Analysis of Financial Condition and Result of Operations
Forward-Looking Statements

This Annual Report on Form 10-K, other periodic reports filed by us under the Exchange Act, and other written
or oral statements made by or on behalf of the Company contain certain statements relating to future events and
our future results which constitute forward-looking statements under the Private Securities Litigation Reform Act
of 1995. These “forward-looking statements™ are typically identified by words such as “expects,” “anticipates,”
“intends,” “plans,” “believes,” “seeks,” “estimates,” or words of similar meaning, or future or conditional verbs
such as “should,” “could,” or “may.”

LLINTY

Forward-looking statements reflect our expectation or predictions of future conditions, events or results based on
information currently available and involve risks and uncertainties that may cause actual results to differ
materially from those in such statements. These risks and uncertainties include, but are not limited to, the risks
identified in Item 1A of this report and the following:

» general business and economic conditions in the markets we serve may be less favorable than )
anticipated which could decrease the demand for loan, deposit and other financial services and increase
loan delinquencies and defaults;
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» changes in market rates and prices may adversely impact the value of securities, loans, deposits and
other financial instruments and the interest rate sensitivity of our balance sheet;

« our liquidity requirements could be adversely affected by changes in our assets and liabilities;

o the effect of legislative or regulatory developments including changes in laws concerning taxes,
banking, securities, insurance and other aspects of the financial securities industry;

» competitive factors among financial services organizations, including product and pricing pressures and
our ability to attract, develop and retain qualified banking professionals;

» the effect of changes in accounting policies and practices, as may be adopted by the Financial
Accounting Standards Board, the Securities and Exchange Commission, the Public Company
Accounting Oversight Board and other regulatory agencies; and

¢ the effect of fiscal and governmental policies of the United States federal government.

Forward-looking statements speak only as of the date of this report. We do not undertake to update forward-
looking statements to reflect circumstances or events that occur after the date of this report or to reflect the
occurrence of unanticipated events.

Overview

“Management’s Discussion and Analysis of Financial Condition and Results of Operations” analyzes major
elements of our Consolidated Financial Statements and provides insight into important areas of management’s
focus. This introduction highlights selected information in this report and may not contain all of the information
that is important to you. For a more complete understanding of trends, events, commitments, liquidity, capital
resources and critical accounting estimates, you should carefully read this entire report.

Our success is highly dependent on economic conditions and market interest rates. Because we operate in the
Houston, Dallas and San Antonio metropolitan areas, the local economic conditions in each of these areas are
particularly important. All three of these local economies showed healthy economic trends during 2005. The
economic outlook for Houston, Dallas, and San Antonio remains positive, as local economists predict moderate
job growth in 2006.

We continue to see significant opportunities for growth in all three of the markets in which we operate. For 2006,
we expect to generate loan growth in the low to mid-teen percentages and deposit growth in the mid to high
single-digit percentages. We also expect to be able to improve our asset quality from the current levels. On an
annualized basis, we expect to have net charge-offs to average loans in the 30 to 40 basis point range, while
reducing our nonperforming loan ratio over the long term.

In order to accomplish these growth initiatives, we plan to invest in our infrastructure and key bankers across all
areas of the Company. We intend to control the growth of expenses and look for ways that we can be more
productive and efficient. For the year 2006, we expect our efficiency ratio to be at or near current levels.

We realize income primarily from the difference between interest earned on loans and investments and the
interest paid on deposits and borrowings. Each of these financial instruments reacts differently to interest rates.
From June 2004 to December 31, 2005, the Federal Reserve Board increased overnight interest rates by 325 basis
points to 4.25%. On January 31, 2006, the Federal Reserve Board increased overnight interest rates by an
additional 25 basis points to 4.50% and further rate increases are possible. In contrast, long term rates have
remained mostly flat creating a flattening of the yield curve and, even recently, the yield curve has inverted at
certain maturities. While we are impacted significantly by the size and timing of short-term rate increases, as
well as the shape of the yield curve and other competitive factors, our balance sheet is generally positioned to
benefit from a gradually rising interest rate environment. During 2005, we were able to show expansion in our
net interest margin despite the challenging interest rate environment and expect it to continue to increase
modestly during 2006. '

16




In 2005, our earnings per share increased 43% compared to 2004. Additionally, during 2005 our overall average
earning assets grew by 12%. Asset quality for both our net charge-off ratio and our nonperforming loan ratios
showed improvement in 2005 compared to 2004.

We continue to look for fairly-priced strategic acquisitions in Houston, San Antonio and Dallas. During the
fourth quarter of 2005, we completed the acquisition of Dallas-based Prestonwood Bancshares, Inc. and its
subsidiary bank of The Oaks Bank & Trust Company. During the fourth quarter of 2003, we completed the
acquisition of South Texas Capital Group, Inc. of San Antonio and its subsidiary bank, Plaza Bank.

In 2003 and 2004, we made several decisions designed to more clearly align our operations with our long-term
vision and strategy. In 2003, we divested SCMC in order to better position us to focus our efforts on the
commercial banking needs of small to mid-sized businesses. We have used the net proceeds of the sale to support
our ongoing internal growth. SCMC’s operations were reported previously as the Company’s mortgage-banking
segment, which is reported together with the net gain on sale as discontinued operations. Other areas of our
financial statements affected by the sale of SCMC are not as easily highlighted. As a banking operation, the Bank
benefited by providing SCMC with a warehouse line of credit which financed mortgage loans held for sale.
Additionally, SCMC maintained operating and escrow deposits with the Bank reducing the Bank’s other
borrowing needs. Due to decisions made by the buyer of SCMC, the Bank lost the benefit of these loans and
deposit balances shortly after completing the sale of SCMC in September 2003.

During 2004, we also closed one of our banking offices and merged its operations into another location. We
retained substantially all of the loans and deposits associated with this location. In 2003, we sold five banking
offices acquired as part of previous acquisitions. These five banking offices were sold because their locations,
operations and growth potential did not align with our business banking strategy of serving small and mid-sized
businesses in major metropolitan areas.

Critical Accounting Policies

An understanding of our accounting policies is important to an understanding of our reported results. Accounting
policies are described in detail in Note 1 to the Consolidated Financial Statements in this annual report. Certain
of our accounting policies are considered to be critical because they involve subjective judgment, estimation by
management or are particularly complex in their nature.

Allowance for credit losses. The allowance for credit losses is a valuation allowance for probable losses incurred
on loans and binding commitments. Losses are charged to the allowance when the loss actually occurs or when a
determination is made that a probable loss has occurred. Recoveries are credited to the allowance at the time of
recovery. Throughout the year, management estimates the probable level of losses to determine whether the
allowance for credit losses is adequate to absorb losses in the existing portfolio. Based on these estimates, an
amount is charged to the provision for credit losses and credited to the allowance for credit losses in order to
adjust the allowance to a level determined to be adequate to absorb losses. Management’s judgment as to the
level of probable losses on existing loans involves the consideration of current economic conditions and their
estimated effects on specific borrowers; an evaluation of the existing relationships among loans, potential credit
losses and the present level of the allowance; results of examinations of the loan portfolio by regulatory agencies;
and management’s internal review of the loan portfolio. In determining the collectibility of certain loans,
management also considers the fair value of any underlying collateral. The amount ultimately realized may differ
from the carrying value of these assets because of economic, operating or other conditions beyond our control.
Please refer to the subsequent discussion of “Allowance for Credit Losses” below as well as in Note 1 to the
Consolidated Financial Statements for additional insight into management’s approach and methodology in
estimating the allowance for credit losses.

Stock-based Compensation. Historically, we have accounted for stock-based employee compensation plans
using the intrinsic value-based method. Because the exercise price of the Company’s employee stock options
equals the market price of the underlying stock on the measurement date, compensation expense was not
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recognized on options granted. Compensation expense for restricted stock awards was based on the market price
of the stock on the date of grant and was recognized ratably over the vesting period of the award. We have made
pro-forma disclosures of net income and earnings per share assuming the fair value-based accounting method in
Note 1 to the Consolidated Financial Statements.

Accounting standards for stock-based compensation have changed. We adopted the provisions of

SFAS No. 123R, Share-Based Payment (Revised 2004), on January 1, 2006. SFAS 123R applies to new awards
and to awards modified, repurchased, or cancelled after January 1, 2006. SFAS 123R eliminates the ability to
account for stock-based compensation using the intrinsic value-based method of accounting, and requires that
such transactions be recognized as compensation cost in the income statement based on their fair values on the
date of the grant. The grant date fair value of options will be determined using option pricing models based on
subjective assumptions which materially affect the fair value estimate. Please refer to Note 1 to the Consolidated
Financial Statements for further information. Disclosures of stock-based compensation are also included Note 13
to the Consolidated Financial Statements.

Results of Operations

Performance Summary. Net income for the year ended December 31, 2005 was $36.2 million, or $0.79 per
diluted share, compared with $25.0 million, or $0.55 per diluted share, earned for 2004 and $49.1 million, or
$1.10 per diluted share, earned for 2003. Income from continuing operations was equal to reported net income in
2005 and 2004, while income from continuing operations totaled $28.4 million, or $0.64 per diluted share, for
2003. Net income for 2003 included $20.7 million of income from discontinued operations related to the sale of
SCMC.

Income from continuing operations for 2005 increased $11.3 million compared to 2004. This increase was due
primarily to an increase in net interest income of $21.3 million and a decrease in noninterest expense of $2.7
million, offset by a decrease in noninterest income of $4.1 million and an increase in the provision income taxes
or $6.5 million. Net income for the fourth quarter of 2005 included a reduction in income tax expense of $776
thousand, or $0.02 per diluted share as a result of the expiration of previous tax contingencies.

Income from continuing operations for 2004 decreased $3.4 million compared to 2003. This decrease was
primarily due to decreases during 2004 in both net interest income and other income of $3.8 million and $2.2
million, respectively, and an increase in total noninterest expense of $7.5 million. These changes were offset by a
decrease in the provision for credit losses of $5.4 million and lower provision for income taxes of $4.6 million.
Net income for 2004 included total after-tax net gains on the sales of securities of $3.2 million, or $0.07 per
diluted share, impairment charges on certain bank assets totaling $2.3 million, or $0.05 per diluted share, net of
taxes, and contract termination charges of $764 thousand, or $0.02 per diluted share, net of taxes. We also
reduced income tax expense during 2004 by $1.2 million, or $0.03 per diluted share, as a result of the expiration
of previous tax contingencies and refunds received.

A barnking institution’s return on average assets and return on average common equity are two commonly used
industry measures of performance. Return on average assets (“ROA”) measures net income in relation to average
total assets and is an indicator of a company’s ability to employ its resources profitably. For 2005, our ROA
(from continuing operations) was 1.02%, as compared to 0.78% and 0.86% for 2004 and 2003, respectively.

Return on average common equity (“ROE”) measures net income in relation to average common equity and is an
indicator of a company’s return to its owners. For 2005, our ROE (from continuing operations) was 11.07%, as
compared to 8.23% and 10.50% for 2004 and 2003, respectively.
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Net Interest Income. Net interest income represents the amount by which interest income on interest-earning
assets, including loans and securities, exceeds interest paid on interest-bearing liabilities, including deposits and
borrowings. Net interest income is our principal source of eamings. Interest rate fluctuations, as well as changes
in the amount and type of earning assets and liabilities, combine to affect net interest income.

During the fourth quarter of 2005, the Company elected to reclassify loan origination fees, previously included in
net interest income, and an offsetting amount of direct origination costs, previously included in salaries and
employee benefits. The Company’s net interest margin and efficiency ratio, including those in prior periods,
decreased as a result of these reclassifications. These reclassifications had no impact on net income or equity in
any of the reported periods.

The Federal Reserve Board significantly influences market interest rates, including rates offered for loans and
deposits by many financial institutions. Generally, when the Federal Reserve Board changes the target overnight
interest rate charged by banks, the market responds with a similar change in the prime lending rate. Our loan
portfolio is impacted significantly by changes in short-term interest rates. Between 2001 and 2003, the Federal
Reserve Board decreased overnight interest rates to 1.00%. During this period, market interest rates were near
40-year lows. This extended period of declining and then low interest rates negatively impacted our net interest
margin and net interest income.

From June 2004 to December 31, 2005, the Federal Reserve Board increased overnight interest rates by 325 basis
points to 4.25%. On January 31, 2006, the Federal Reserve Board increased overnight interest rates by an
additional 25 basis points to 4.50% and further rate increases are possible. Our net interest margin began to
improve during the second half of 2004 continuing into 2005 following these increases in short-term interest
rates. In contrast, long-term interest rates, which are impacted by various forces including national and world-
wide economies and political and monetary policies, have not increased by the same amount. At December 31,
2005, the market yield on 10-year U.S. Treasury notes was 4.39% compared with 4.22% at December 31, 2004
and 4.25% at December 31, 2003. This has resulted in a general flattening of the interest rate yield curve during
2005. Since our balance sheet is asset sensitive, our interest-earning assets generally reprice more quickly than
our interest-bearing liabilities. However, in the current interest rate environment, the benefit of the Company’s
traditionally asset-sensitive position has been impacted.

While we expect to benefit from additional increases in short-term interest rates, the flattening of the yield curve
and competition for both loans and deposits remain a challenge for the coming year. In 2006, we expect our net
interest margin to continue to improve modestly from its current level with sequential improvements that will be
influenced by loan growth, competition for core funding and the sizing and timing of increases in interest rates.

Net interest income for 2005 was $150.2 million, an increase of $21.3 million or 16.5% from $129.0 million for
2004. Our net interest margin was 4.63% for 2005 compared to 4.43% for 2004. Overall, our net interest income
and net interest margin were higher during 2005, as compared with 2004, because of higher earning asset
volumes and higher interest rates. Net interest income for 2004 decreased $3.8 million or 2.8% compared to
2003. Our net interest margin for 2004 was 4.43% compared to 4.49% for 2003. Net interest income and margin
during 2004 decreased compared to 2003 primarily due to the impact of the sale of SCMC and the decrease in
interest rates during 2003 and the first half of 2004 as discussed above. Changes in the mix of interest-earning
assets and liabilities influence our net interest income and net interest margin. Details of the changes of the
various components of net interest income and net interest margin are discussed below.

Average interest-earning assets for 2005 increased $333.9 million or 11.5% compared to 2004, The average yield
earned on interest-earning assets increased 82 basis points for the same time period. These increases were due
primarily to an increase in average loans held for investment of $355.9 million or 16.3% for 2005 compared to
2004 and the increases in interest rates as discussed above. During 2005, average loans held for investment were
78% of interest-earning assets compared to 75% for 2004.
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Average interest-earning assets decreased $44.4 million or 1.5% in 2004 compared to 2003. The average yield
earned on interest-earning assets decreased 13 basis points in 2004 compared to 2003. These decreases resulted,
in part, from a decrease in average loans held for sale of $431.0 million compared to 2003. Average loans held
for sale for 2003 included $432.7 million related to the mortgage warehouse we financed for SCMC. On
September 30, 2003, we completed the sale of SCMC and we lost the benefit of the mortgage warehouse shortly
after completing the sale when the buyer decided to pay off this credit facility. The decrease in interest income
resulting from lower loan volumes was offset somewhat by additional investments in securities with lower yields
than that of the mortgage warehouse. A

On average, the securities portfolio was higher by $72.7 million or 12.4% for 2005 compared to 2004, and
$240.8 million or 69.9% for 2004 compared to 2003. Beginning in the fourth quarter of 2003 and continuing into
2005, we increased the size of the investment portfolio for balance sheet liquidity purposes and to replace a
portion of the earning assets related to our mortgage-banking operation. During the last six months of 2005, we
reduced the growth of our investment portfolio and reinvested some of our investment cash flows into the loan
portfolio. Interest income on the securities portfolio increased $4.0 million for 2005 compared to 2004 and $10.1
million for 2004 compared to 2003. These increases were due primarily to changes in the size of the securities
portfolio. Additionally, during 2004 we sold our lower yielding treasury securities and redeployed these funds
into higher yielding mortgage-backed securities with a profile similar to those in the existing investment
portfolio.

Average interest-bearing liabilities for 2005 increased $246.4 million or 12.2% compared to 2004. The average
rate paid on interest-bearing liabilities increased 87 basis points during 2005. These increases were due, in part,
to an increase in average short-term borrowings of $191.7 million for 2005. The average cost of short-term
borrowings increased 173 basis points for 2005 primarily in response to the increases in overnight interest rates
noted above. The increase in interest expense of $10.9 million for 2005 compared to 2004 on short-term
borrowings was partially offset by increases in funding provided by both lower cost interest and noninterest-
bearing deposits. Interest and noninterest-bearing demand deposits increased on average $17.2 million and
$100.0 million, respectively, for 2005 compared to 2004. The average cost of interest-bearing deposits increased
37 basis points for 2005 compared to 2004.

Average interest-bearing liabilities for 2004 were $2.0 billion, a decrease of $70.9 million or 3.4% compared to
2003. The cost of interest-bearing liabilities decreased six basis points from 1.59% for 2003 to 1.53% for 2004.
The average balance of short-term borrowings and notes payable decreased $136.2 million or 33.1% compared to
2003. We repaid certain borrowings and notes payable immediately after the sale of our mortgage-banking
operations in 2003. The decrease in the average cost of interest-bearing deposits was due primarily to decreases
in market interest rates mentioned above. The decrease in the average cost of interest-bearing liabilities helped
offset the impact of declining yields on interest-earning assets. Competitive pressures often limit our ability to
reduce rates on deposits by the same amount as that of loans during periods of declining rates.
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Certain average balances, together with the total dollar amounts of interest income and expense and the average interest
yield/rates are included below. No tax equivalent or day count adjustments were made (dollars in thousands):

Interest-earning assets:
Loans held for sale (1)
Loans held for investment (1):
Taxable
Non-taxable
Securities:
Taxable
Non-taxable
Trading assets
Federal funds sold

Noninterest earning assets:
Cash and due from banks
Premises and equipment, net
Other assets

Assets related to discontinued
operations

Total noninterest-earning assets . . . .

Total assets

Interest-bearing liabilities:
Deposits:
Demand and savings
Certificates and other time
Short-term borrowings
Notespayable . .....................
Subordinated debt

Total interest-bearing liabilities . . . .

Noninterest-bearing liabilities:
Demand deposits
Other liabilities
Liabilities related to discontinued
operations

Total noninterest-bearing
liabilities . ...................
Shareholders’ equity

Total liabilities and shareholders’
equity

Net interest income and margin (2)

$150,230

$128,972

(1) For the purpose of calculating loan yields, average loan balances include nonaccrual loans with no related interest income.
(2) The net interest margin is equal to net interest income divided by average total interest-earning assets.
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$132,732

Year Ended December 31,
2005 2004 2003
Average Average Average
Average Yield/  Average Yield/  Average Yield/
Balance  Interest Rate Balance Interest Rate Balance  Interest Rate
$ 10,130 $§ 730 721% $ 10340 $ 727 1.02% $ 441,377 $ 23,965 5.43%
2,533,799 174,612 6.89% 2,176,445 130,851 6.01% 2,019,903 124810 6.18%
2,530 179 7.06% 4,021 257  6.40% 4,558 291 6.38%
595,425 24936 4.19% 536,793 21,307 3.97% 293,198 10,947 3.73%
62,892 2,442  3.88% 48,791 2,042 4.19% 51,560 2,266  4.39%
28,114 1,318  4.69% 124,272 4,569  3.68% 125,722 3,567 2.84%
9,460 293 3.09% 8,728 101 1.16% 17,763 176  0.99%
2,596 93 3.58% 1,672 55 3.28% 1,392 69  4.96%
3,244,946 204,603  6.31% 2911,062 159,909 549% 2,955,473 166,091 5.62%
99,088 100,292 99,902
39,020 45,284 48,163
207,678 162,289 204,690
(31,467) (27,946) (30,584)
— — 35,636
314,319 279,919 357,807
$3,559,265 $3,190,981 $3,313,280
$ 978218 $ 8525 0.87% $ 961,059 $ 4,785 050% $ 898,377 $ 4,752  0.53%
692,724 20,148 291% 655,488 12,694 1.94% 664,923 14,608 2.20%
466,778 15,102 3.24% 275,045 4,163 1.51% 392,548 4,921 1.25%
— — — — — — 18,667 585 3.13%
46,897 3,665 7.82% 46,647 2,744 5.88% 34,649 1,976  5.70%
82,475 6,933 8.41% 82,475 6,551 7.94% 82,475 6,517  7.90%
2,267,092 54,373  240% 2,020,714 30,937 1.53% 2,091,639 33,359 1.59%
936,215 836,258 904,711
28,836 30,385 21,167
_ — 25,342
965,051 866,643 951,220
327,122 303,624 270,421
$3,559,265 $3,190,981 $3,313,280
4.63% 4.43% 4.49%




The following table shows the portions of the net change in interest income and expense due to changes in
volume or rate. The changes in interest income due to both rate and volume in the analysis have been allocated
proportionately to the volume or rate changes (in thousands):

2005 vs. 2004 2004 vs. 2003
Increase (Decrease) Increase (Decrease)
Due to Changes in: Due to Changes in:
Volume Rate Total Volume Rate Total

Interest-earning assets:
Loans heldforsale ................. $ 15 §$ 19 $ 4  $(28,680) $ 5442  $(23,238)
Loans held for investment:

Taxable ...................... 21,482 22,277 43,759 9,674 (3,632) 6,042

Non-taxable ................... (95) 17 (78) 34 — 34)
Securities:

Taxable ...............cc..... 2,327 1,301 3,628 9,629 731 10,360

Non-taxable ................... 590 (190) 400 (119) (105) 224)
Tradingassets ..................... (3,535) 284 (3,251) 42) 1,044 1,002
Federal fundssold .................. 8 183 191 (100) 25 as)
Deposits in financial institutions . ... ... 30 8 38 12 (26) 14)
Total interestincome . ............... 20,792 23,899 44,691 (9,660) 3,479 (6,181)
Interest-bearing liabilities:
Deposits:

Demand and savings ............ 85 3,654 3,739 320 (287) 33

Certificates and other time ....... 721 6,733 7,454 (278) (1,636) (1,914)
Short-term borrowings .............. 2,902 8,036 10,938 (1,650) 892 (758)
Notes payable ..................... — — — (585) — (585)
Subordinateddebt .................. 15 906 921 684 84 768
Junior subordinated debt ... .......... — 381 381 — 35 35
Total interest expense ............... 3,723 19,710 23,433 (1,509) 912) (2,421)
Net interestincome ................. $17,069 $ 4,189 $21,258 $ (8,151) $4,391 $ (3,760)

Noninterest Income. Noninterest income consisted of the following (in thousands):

2005 2004 2003

CUSIOMET SEIVICE S « .. oot i ettt e et et et et e e $11,615 $14,934 $16,542
Net gain (loss) ontrading assets . . ........covvuiiiiin .. 147 474) 1,103
Net gain on the sale of securities ........... ... oo, 60 4,941 905
Netgainonthesaleofloans ............... ... .. ... ..t 1,455 980 790
Net gain (loss) on the sale of banking offices .......................... — 27 3,517
Bank-owned life insurance inCome .......... ..ot 2,874 2,017 2,010
Debit card feeS ... i vttt e 1,727 1,588 1,451
FHLB stock dividends ......... ... .. .. . it 981 341 576
(1013 1= AP 8,100 6,725 6,293

TOtal . ot $26,959  $31,025  $33,187

Customer service fees decreased $3.3 million for 2005 compared to 2004 and $1.6 million for 2004 compared to
2003. These decreases were due, in part, to a higher earnings credit rate on certain commercial accounts, lower
insufficient fund fees, increased fee waivers and increased competition for deposits. Customer service fees
decreased in 2004 compared to 2003 due, in part, to the sale of banking offices in 2003. These rural offices had a
more retail customer base, and their location and growth potential did not align with our metropolitan business
banking strategy. Insufficient fund fees have decreased during 2004 and 2005 partially due to improvements in
asset quality wherein certain marginal relationships exited the Bank.
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Lower net gains on trading assets in 2005 and losses on trading assets in 2004 were attributable to a decrease in
trading activity and the market conditions for these types of assets as compared to 2003. Trading assets are
carried at fair market value in our consolidated balance sheets.

Net gains on the sale of securities for 2005 were not significant and were the result of routine portfolio
management activities. Net gains on the sale of securities for 2004 were primarily the result of two separate
securitization transactions during 2004 in which we sold $75.6 million of certain interest-only securities held in .
our available-for-sale portfolio. We received proceeds of $83.9 million which resulted in net gains totaling $5.2
million during 2004. The Company did not retain any interests in these securities, and neither the investors in the
securitization trusts nor the trusts have any recourse other than for a breach of customary representations as to
ownership and origination, but not for credit loss or default. These gains were partially offset by a realized loss of
$853 thousand for the sale of lower yielding U.S. Treasury Securities during the second quarter of 2004,

Net gains on the sale of loans increased $475 thousand for 2005 compared to 2004. The increase for 2005 over
2004 was due primarily to an increase in the volume of loan sales. Net gains on the sale of loans increased
slightly in 2004 to $980 thousand from $790 thousand in 2003. During the third quarter of 2005, we sold $51.8
million of performing commercial real estate loans as part of our wholesale capital markets operations.

During 2004, we closed one banking office and merged its operations into another location. The bank building
and related fixtures were sold for a pre-tax loss of $27 thousand. We retained substantially all of the loans and
deposits associated with this location. During 2003, we sold four rural banking offices for a net gain of $3.5
million.

Other noninterest income increased $1.4 million for 2005 compared to 2004 and $432 thousand for 2004
compared to 2003. The increase for 2005 compared to 2004 was due, in part, to special distributions totaling
$339 thousand received as a result of the merger of PULSE EFT Association with Discover Financial Services.
There were no significant changes in other noninterest income for 2004 compared to 2003. .

Noninterest Expense. The following table shows the detail of noninterest expense (in-thousands):

2005 2004 2003

Salaries and employee benefits ................. ... ... ..., $ 61,229 $ 62,209 $ 60,233
OCCUPANCY EXPEIMSE . . .ottt ettt e et et et e e 15,556 15,326 15,364
Technology . . ..o e 5,524 6,127 5,170
Professional fees . .......... it e 6,527 6,999 4,624
Postage, delivery and supplies .......... ... ..o i 3,238 3,179 3,474
Marketing ... ...t e 2,306 1,457 1,498
ACQUISLION COSES . . ..ottt e e 831 — 66
Core deposit intangible amortization ............... ... ... . coviin... 521 486 465
Net losses (gains) and carrying costs of other real estate and foreclosed
7 0] o4 (6) 180 (541)
Other . . 14,920 17,337 15,477
Total . e $110,646 $113,300 $105,830

During 2004, we took various steps to reduce our overall expense base and control the growth of future expenses.
After a review by management and employees, numerous expense reduction and alignment projects were
identified, including the consolidation of smaller offices, disposition of unprofitable initiatives, modification of
certain perquisite benefit programs and continued reductions in staffing levels through attrition. These projects
have helped to reduce our current noninterest expense base and allowed for greater control of expense growth in
the future.
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Salaries and employee benefits for 2005 decreased $980 thousand compared to 2004. This decrease was due in
part to a reduction in staffing levels through attrition and modification of certain perquisite benefit programs.
Staffing levels increased from 961 full-time equivalent employees at December 31, 2004 to 1,014 at December
2005. The Company added 53 full-time equivalent employees during the last six months of 2005 principally
related to new offices acquired with The Oaks Bank acquisition and to support growth.

(
Salaries and employee benefits for 2004 increased $2.0 miilion or 3.3% compared to 2003. This increase was
primarily related to increased staffing levels, merit-based and market-driven salary increases and increases in
incentive pay and profit sharing. Staffing levels increased in large part due to the three new offices we obtained
in the Plaza Bank acquisition which o¢curred on October 31, 2003. We had 961 full-time equivalent employees
at December 31, 2004 compared with 1,036 at December 31, 2003. The full-time equivalent employee count
decreased during the latter part of 2004 due to the expense management initiative previously discussed.

Technology expense decreased $603 thousand for 2005 compared to 2004, while technology expense increased
$957 thousand for 2004 compared to 2003. In 2004, we incurred additional costs due to the upgrading of certain
computer systems.

Professional fees decreased $472 thousand for 2005 compared to 2004, while professional fees increased $2.4
million or 51.4% for 2004 compared to 2003. In 2004, we recorded charges of $1.2 million related to the
termination of certain consulting agreements. Additionally, during 2005 and 2004 we incurred various legal,
audit and consulting fees in connection with Sarbanes-Oxley compliance.

Marketing expense increased $849 thousand for 2005 compared to 2004. This increase was due to additional
marketing efforts during 2005 through television, print and radio advertising. Marketing expense decreased
slightly for 2004 compared to 2003.

In the third quarter of 2005, we recorded $831 thousand in acquisition-related expenses incurred in connection
with the acquisition of Prestonwood. Acquisition related expenses include certain contract termination costs as
well as data processing costs related to the conversions of Prestonwood’s computer systems which were
completed in the fourth quarter of 2005.

Other noninterest expense was $14.9 million for 2005, down $2.4 million or 13.9% compared to 2004. Other
noninterest expense totaled $17.3 million for 2004, an increase of $1.9 million or 12.0% over 2003. Other
noninterest expense for 2004 included impairment charges of $1.4 million related to one bank office building and
two tracts of unused land and $1.1 million of losses incurred on the write-off of certain purchased lease interests.

Income Taxes. We provided $16.0 million, $9.5 million and $39.1 million for federal and state income taxes for
2005, 2004 and 2003, respectively. The effective tax rates for 2005, 2004 and 2003 were approximately 30.5%,
27.5% and 44.3%, respectively. During 2005 and 2004, we reduced income tax expense by $851 thousand and
$1.2 million, respectively, which resulted in lower effective tax rates for these periods. These reductions were the
result of the expiration of previous tax contingencies and refunds received, including the filing of various state
and federal tax returns related to our mortgage-banking segment. Qur provision for taxes and our effective tax
rate were higher during 2003 primarily because of a tax election we made pursuant to Section 338(h)(10) of the
Internal Revenue Code as part of the sale of SCMC.

On a continuing operations basis, our effective tax rates for 2005, 2004 and 2003 were 30.5%, 27.5% and 33.1%,
respectively. We expect our effective tax rate will be approximately 33% for 2006 dependent largely upon the
size of our tax-exempt securities portfolio.
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Financial Condition
Loans Held for Investment. The following table summarizes our loan portfolio by type as of December 31 of the
year indicated, excluding loans held for sale (dollars in thousands):
2005 2004 2003 2002 2001
Amount % Amount % Amount % Amount % Amount %

Commercial and industrial ... $ 738,061 27.4% $ 682,209 292% $ 671,482 315% $ 615,094 31.7% $ 511,001 30.6%
Real estate:

Commercial .......... 1,221,610 454% 1,043,960 44.6% 829,199 389% 670459 34.5% 560982 33.7%
Construction .......... 438,454 163% 329,982 141% 327295 154% 323,768 16.7% 250,729 15.0%
Residential ........... 190,701 71% 183,839 79% 195,363 92% 199,191 102% 187,196 11.2%
Consumer/other ........... 72,937 2.7% 72,997 3.1% 98,928 4.6% 122,616 63% 149,286 9.0%
Foreignloans ............. 29,245 1.1% 25,109 1.1% 8,464 0.4% 12,433 0.6% 7,594 0.5%
Total .............. ... ... $2,691,008 100.0% $2,338,096 100.0% $2,130,731 100.0% $1,943,561 100.0% $1,666,788 100.0%

At December 31, 2005, loans held for investment were $2.7 billion, an increase of $352.9 million or 15.1% over
loans held for investment at December 31, 2004. This increase was primarily due to internal loan growth. Loans
acquired in the acquisition of The Oaks Bank on September 30, 2005 totaled $75.4 million. We have experienced
good growth in the commercial and industrial, commercial real estate and construction lending portfolios during
2005. During the third quarter of 2005, we sold $51.8 million of performing commercial real estate loans as a
part of our wholesale capital markets operations.

Our primary lending focus is commercial and industrial loans and owner-occupied real estate loans to businesses
with annual sales ranging from $300 thousand to $30 million. Typically, our customers have financing
requirements between $50 thousand and $4 million. The Bank’s legal lending limit was $31 million at
December 31, 2005 and was not exceeded by any single loan relationship.

We make commercial loans primarily to small and mid-sized businesses and to professionals. Our commercial
loan products include revolving lines of credit, letters of credit, working capital loans, loans to finance accounts
receivable and inventory and equipment finance leases. Commercial loans typically have floating rates of interest
and are for varying terms (generally not exceeding three years). In most instances, these loans are personally
guaranteed by the business owner and are secured by accounts receivable, inventory and/or other business assets.
In addition to the commercial loans secured solely by non-real estate business assets, we make commercial loans
that are secured by owner-occupied real estate, as well as other business assets.

Commercial mortgage loans are often secured by first liens on real estate, typically have floating interest rates,
and are most often amortized over a 15-year period with balloon payments due at the end of three years. In
underwriting commercial mortgage loans, we give consideration to the property’s operating history, future
operating projections, current and projected occupancy, location and physical condition. The underwriting
analysis also includes credit checks, appraisals and a review of the financial condition of the borrower.

Our Capital Markets group originates, co-originates or purchases first-lien, commercial real estate mortgage
loans referred by other financial institutions nationwide. More than 80% of these loans have variable interest
rates and amortize over twenty to twenty-five years. These loans generally have low loan-to-value ratios (below
60%) and many have a U.S. Small Business Administration second lien behind our first lien. We utilize real
estate appraisers familiar with the geographic region in which the property is located in evaluating potential
loans. These appraisals are reviewed by a third-party appraisal review vendor for accuracy and compliance with
our underwriting standards and banking regulations. These loans supplement our growth in our niche market
segment, small to medium-sized businesses.

We also make loans to finance the construction of residential and nonresidential properties, such as retail
shopping centers and commercial office buildings. Generally, construction loans are secured by first liens on real
estate and have floating interest rates. The Bank conducts periodic inspections, either directly or through an
architect or other agent, prior to approval of periodic draws on these loans. Underwriting guidelines similar to
those described above are also used in our construction lending activities.
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The Bank makes automobile, boat, home improvement and other loans to consumers. These loans are primarily

made to customers who have other business relationships with us.

Loan maturities and rate sensitivity of the total loan portfolio excluding residential mortgage and consumer loans

at December 31, 2005 were as follows (in thousands):

Due After
Due in One Year
One Year Through Due After
or Less Five Years  Five Years Total
Commercial andindustrial ... ........... ... ... ... .... $ 592229 $134,771 $ 11,061 $ 738,061
Real estate—commercial .............. .. ... . .. ... 738,969 373,387 109,254 1,221,610
Real estate—construction . ..........c.c.oiiininan. 371,970 52,663 13,821 438,454
Foreignloans .............. ... iiiiuninninaen .. 8,177 21,068 — 29,245
Total 1oans . ...ttt e e e e $1,711,345 $581,889 $134,136 $2,427,370
Loans with a fixed interestrate ..............cco.ov.... $ 132,388 $509,707 $114,162 $ 756,257
Loans with a floating interestrate ..................... 1,578,957 72,182 19,974 1,671,113
Totalloans .. ...... ..ot $1,711,345 $581,889 $134,136 $2,427,370

As of December 31, 2005, there was no concentration of loans to any one industry exceeding 10% of total loans
nor were there any loans classified as highly leveraged transactions. The Bank had no material foreign loans
outstanding for the years ended December 31, 2001 through 2005 that are not cash secured or Ex-Im Bank

guaranteed.

At December 31, 2005, loans held for investment were 94.8% of deposits and 72.2% of total assets. As of
December 31, 2005, we had no material concentrations of loans. Loans held for investment were 95.7% of

deposits and 70.1% of total assets at December 31, 2004.

Loans Held for Sale. Loans held for sale totaled $8.4 million at December 31, 2005, as compared with $6.9
million at December 31, 2004. Loans held for sale included the guaranteed portion of SBA loans originated by
the Bank. Due to the timing of the sales of SBA loans to investors, the balance of loans in the held for sale

category at any given time may vary.

Trading Assets. Trading assets decreased $8.2 million or 22.3% during 2005 compared to 2004. During 2005, we
lowered our holdings of these assets in response to current market conditions and redeployed our resources, in

part, into the securities and loan portfolios.
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Securities. The carrying amount of securities we held at December 31 is shown below (dollars in thousands).

2005 2004 2003
Amount To Amount % Amount %o
Available-for-Sale
Obligations of the U.S. Treasury and other U.S.
government agencies .. .................... $ 9,924 20% $ 8,194 1.5% $ 86,108 16.5%
Obligations of states of the U.S. and political
subdivisions . ........... ... . i 3,326 0.7% 4,133 0.8% 4,433 0.8%
Mortgage-backed securities and collateralized
mortgage obligations ...................... 466,728 94.1% 516,325 95.5% 398,774 76.3%
Othersecurities ...............iiiivvninn. 15,967 3.2% 12,052 2.2% 33,621 6.4%
Total ... .. $495,945 100.0% $540,704 100.0% $522,936 100.0%
Held-to-Maturity
Obligations of states of the U.S. and political
subdivisions . ....... ... oo il $ 58,288 474% $ 61,956 52.8% $ 38,336 90.9%
Mortgage-backed securities and collateralized
mortgage obligations ...................... 64,765 52.6% 55,458 472% 3,821 9.1%
Total ....... . oo $123,053 100.0% $117,414 100.0% $ 42,157 100.0%

At December 31, 2005, securities totaled $619.0 million, a decrease of $39.1 million, or 5.9%, from $658.1
million at December 31, 2004. These securities represented 16.6% and 19.7% of total assets as of December 31,
2005 and 2004, respectively. During the fourth quarter of 2003 and continuing into 2005, we increased the size of
the securities portfolio in an effort to rebalance liquidity and redeploy earning assets subsequent to the sale of
SCMC. During 2004, we sold our lower yielding treasury securities and redeployed these funds into higher
yielding mortgage-backed securities with a profile similar to those in the existing investment portfolio.

Faced with a flat yield curve and a growing loan portfolio in 2005, we decreased the securities portfolio as a
percentage of interest earning assets through a combination of scheduled maturities, paydowns and sales of
securities. Given the current rate environment and the shape of the yield curve, we expect little to no growth in
the securities portfolio during 2006. The size of the securities portfolio will be dependent on the need to maintain
adequate liquidity, loan and deposit growth, interest rate movements, the shape of the yield curve and investment
opportunities.

Net unrealized losses on the available-for-sale securities were $10.7 million at December 31, 2005 as compared
to $358 thousand at December 31, 2004. Management believes that the unrealized losses on the Company’s
securities portfolio were caused primarily by interest rate increases. Because the decline in market value is
attributable to changes in interest rates and not credit quality, and because the Company has the ability and intent
to hold those investments until a recovery of fair value, which may be maturity, the Company does not consider
those investments to be other-than-temporarily impaired at December 31, 2005.
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The carrying amount of securities at December 31, 2005, by contractual maturity is shown below (dollars in
thousands):

Due after One Year Due After Five Years

Due in One Year through through Due After

or Less Five Years Ten Years Ten Years
Weighted Weighted Weighted Weighted
Average Average Average Average

Amount Yield Amount Yield Amount Yield Amount Yield Total

Available-for-Sale
Obligations of the U.S. Treasury
and other U.S. government

agencies .................. $ 3,501 387% $ 6423 390% $ — —_ $ — — $ 9,924
Obligations of states of the U.S.
and political subdivisions .. ... 1,245 3.91% 924 3.90% 1,157 4.35% — — 3,326

Mortgage-backed securities and

collateralized mortgage

obligations ................ 9,385 423% 378,546 4.22% 71,337 4.26% 7,460 491% 466,728
Other securities .. ............. 15,967 5.56% —_ —_ 15,967

$30,098 4.88% $385,893 422%  $72,494 4.26%  $7,460 491% $495,945

Held-to-Maturity
Obligations of states of the U.S.

and political subdivisions . . ... $ 5,236 438% §$ 27,854 4.10%  $25,198 352% $ — — $ 58,288
Mortgage-backed securities and

collateralized mortgage

obligations ................ 5,476 5.17% 48,655 4.53% 6,807 5.58% 3,827 5.44% 64,765

$10,712 478% $ 76,509 437%  $32,005 3.96%  $3,827 5.44% $123,053

The tax equivalent book yield on the Bank’s securities portfolio at December 31, 2005 was 4.2%. The weighted-
average life of the portfolio was approximately 3.4 years, and the modified duration was approximately 2.9 years.
The yield on the securities portfolio at December 31, 2004 was 4.07%. At December 31, 2004, the weighted-
average life of the portfolio was approximately 3.5 years, and the modified duration was approximately 3.1 years.

We did not own the securities of any one issuer (other than the U.S. government and its agencies) of which the
aggregate adjusted cost exceeded 10% of consolidated shareholders’ equity at December 31, 2005.

Deposits. Our lending and investing activities are funded primarily by deposits, approximately 75% of which
were core deposits at December 31, 2005. Core deposits exclude brokered deposits and time deposits over
$100,000. These “jumbo” deposits are characteristically more sensitive to changes in interest rates and, thus we
do not consider these a part of our core funding.

Total deposits as of December 31, 2005 increased $394.2 million to $2.8 billion, up 16.1% compared to $2.4
billion at December 31, 2004. Deposits acquired in the acquisition of The Oaks Bank on September 30, 2005
totaled $117.7 million, of which $57.2 million were noninterest-bearing. The deposit growth we experienced
during 2005 was driven primarily by noninterest-bearing and time deposits.

Noninterest-bearing deposits at December 31, 2005 were $1.0 billion as compared to $884.0 million at
December 31, 2004, an increase of $161.9 million or 18.3%. Approximately 36.9% of deposits at December 31,
2005 were noninterest-bearing, a ratio above many of our industry peers.
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The average balances and weighted average rates paid on deposits for each of the past three years ended
December 31 are presented below (dollars in thousands):

2005 2004 2003

Average Average Average Average Average Average

Balance Rate Balance Rate Balance Rate
Noninterest-bearing demand deposits . . . .. $ 936,215 $ 836,258 $ 904,711
Interest-bearing demand and savings

deposits .......... ., 978,218 0.87% 961,059 0.50% 898,377  0.53%

Time deposits ....................... 641,218 2.88% 554,664  1.99% 577,090 227%
Brokered deposits .................... 51,506 3.14% 100824 1.65% 87833 171%
Total deposits . ...................... $2,607,157  1.71% $2,452,805 1.08% $2,468,011  1.24%

Average total deposits increased $154.4 million in 2005 compared to 2004, while average deposits decreased
$15.2 million in 2004 compared to 2003. The increases during 2005 were primarily attributable to internal
deposit growth and the acquisition of The Oaks Bank and Trust completed in September 2005. The changes in
deposit mix and interest rates increased the average cost of funds for deposits by 63 basis points in 2005.

The decrease in 2004 compared to 2003 was attributable, in part, to the sale of banking offices during 2003.
Additionally, subsequent to the sale of SCMC, we lost the benefit of certain deposit balances related to our
mortgage-banking operation. These decreases were partially offset by an increase in brokered deposits during
2004. The increases during 2003 were primarily attributable to internal deposit growth and acquisitions
completed during 2003. The changes in deposit mix and interest rates reduced the average cost of funds for
deposits by 16 basis points in 2004 when compared to 2003. These decreases in deposit costs slightly offset the
impact of declining yields on earning assets during the same period.

Average brokered certificates of deposit totaled $51.5 million in 2005, $100.8 million in 2004 and $87.8 million
in 2003. We utilize brokered deposits together with short-term borrowings as a source of funding for the Bank’s

lending and investment activities.

The maturities of time deposits of $100 thousand or more at December 31, 2005 are shown below (in thousands):

2005
Three Months Or €SS . . ..ot i ottt e e e e e $219,128
Over three through sixmonths . ......... ... .. . . i i, 109,401
Over six through twelvemonths . .......... ... ... .. ... i ... 152,412
Thereafter .. ... i e e 73,466
8554407

Short-Term Borrowings. Deposits are the primary source of funds for our lending, investment and general
business activities. During 2005, solid average deposit growth allowed us to decrease short-term borrowings by
$27.7 million compared to 2004. Federal Home Loan Bank (“FHLB”) advances are available to us under a
security and pledge agreement. At December 31, 2005, we had total funds of $874.4 million available under this
agreement of which $370.0 million was outstanding. We also had other credit facilities available to us at
December 31, 2005 through various correspondent banking and investment dealer relationships.
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Details of short-term borrowings are as follows (dollars in thousands):

For the Year Ended December 31,

2005 2004 2003
Federal Home Loan Bank advances ,
Balahce outstanding at period-end . . ................. $370,000 $418,000 $311,735
Weighted average interest rate at period-end .......... 3.98% 2.23% 1.06%
Maximum outstanding at any month-end ............. $476,000 $418,000 $642,500
Daily average balance ............................ 433,373 251,188 365,390
Weighted average interest rate for the period .......... 3.22% 1.50% 1.24%
Federal funds purchased :
Balance outstanding at period-end .. ................. $ 22,850 $ 2,575 $ 12,425
Weighted average interest rate at period-end .......... 4.40% 2.31% 1.31%
Maximum outstanding at any month-end ............. $ 41,375 $ 25,750  $ 45,800
Daily average balance ................ ... ... ...... 33,405 23,693 27,158
Weighted average interest rate for the period .......... 3.46% 1.69% 1.61%

At December 31, 2003, borrowings under FHLB advances totaled $370.0 million and had maturities less than

30 days. The average interest rate on these borrowings was 3.98% at December 31, 2005. These borrowings are
collateralized by single family residential mortgage loans, certain pledged securities, FHLB stock and any funds
on deposit with the FHLB. The Company utilizes these borrowings to meet liquidity needs. Maturing advances
are replaced by drawing on available cash, making additional borrowings or through increased customer deposits.

Notes Payable. Sterling Bancshares maintains a $20 million line of credit with Wells Fargo Bank. This line of
credit is available for general corporate purposes including the funding of potential acquisitions. The credit
facility contains certain restrictive loan covenants, including, among others, covenants limiting Sterling
Bancshares’ ability to merge with another entity, make any substantial changes in the nature of its business,
dispose of a substantial or material amount of assets other than in the ordinary course of business, guarantee
obligations of third parties, make loans or investments in any third party in excess of $15 million and pledge its
assets. We did not have any borrowings under our credit facility with Wells Fargo Bank at December 31, 2005 or
2004. '

Subordinated Debt. In April 2003, the Bank raised approximately $50 million through a private offering of
subordinated notes. These subordinated notes bear interest at a fixed rate of 7.375% and mature on April 15,
2013. Interest payments are due semi-annually. The subordinated notes may not be redeemed or called prior to
their maturity. In June 2003, we entered into an interest rate swap agreement in which the Bank swapped the
fixed rate to a floating rate. Under the terms of the swap agreement, we receive a fixed coupon rate of 7.375%
and pay a variable interest rate equal to the three-month LIBOR that is reset on a quarterly basis, plus 3.62%.
This swap is designated as a fair-value hedge that qualifies for the “shortcut method” of accounting. Changes in
the fair value of both the swap and the hedged subordinated debt are reflected in our statements of income.
However, the impact of these changes in fair value fully offset each other because of this hedge is considered
effective. The swap’s floating rate on December 31, 2005 was 7.77%.
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Junior Subordinated Debt/Company Obligated Mandatorily Redeemable Trust Preferred Securities. As of
December 31, 2005 and 2004, we had the following issues of trust preferred securities outstanding and junior
subordinated debt owed to trusts (dollars in thousands):

Trust Junior
Preferred Subordinated
Securities Debt Owed To
Description Issuance Date Outstanding  Interest Rate Trusts Final Maturity Date
Capital TrustIl ....... March 21, 2001 $28,750  9.20% Fixed $29,639 March 21, 2031
Statutory Trust One .... August 30, 2002 20,000  3-month 20,619 August 30, 2032
LIBOR plus
3.45%
Capital TrustIIT ....... September 26, 2002 31,250 8.30% Fixed 32,217 September 26, 2032
Total ................ $80,000 $82,475

Each of the trusts is a statutory business trust organized for the sole purpose of issuing trust securities and
investing the proceeds thereof in junior subordinated debentures of Sterling Bancshares, the sole asset of each
trust. The preferred trust securities of each trust represent preferred beneficial interests in the assets of the
respective trusts and are subject to mandatory redemption upon payment of the junior subordinated debentures
held by the trust. The common securities of each trust are wholly-owned by Sterling Bancshares. Each trust’s
ability to pay amounts due on the trust preferred securities is solely dependent upon Sterling Bancshares making
payment on the related junior subordinated debentures. Sterling Bancshares’ obligations under the junior
subordinated debentures and other relevant trust agreements, in aggregate, constitute a full and unconditional
guarantee by Sterling Bancshares of each respective trust’s obligations under the trust securities issued by each
respective trust.

On March 1, 2008, the Federal Reserve adopted final rules for the capital treatment of trust preferred securities.
The rules, as applicable to us, when fully transitioned and applicable on March 31, 2009, will limit the aggregate
amount of trust preferred securities and certain other capital elements to 25% of Tier 1 capital, net of goodwill.
At December 31, 2005 approximately $63.1 million of the $82.5 million of trust preferred securities would count
as Tier 1 capital. The excess amount of trust preferred securities not qualifying for Tier 1 capital may be included
in Tier 2 capital. This amount is limited to 50% of Tier 1 capital. There is a five-year transition period for banks
to become compliant with the new rules. Additionally, the rules provide that trust preferred securities no longer
qualify for Tier 1 capital within 5 years of their maturity. Refer to Note 18 to the Consolidated Financial
Statements for a discussion of the impact of the final rule on our regulatory capital ratios.

Asset Quality

Risk Elements. Our nonperforming and past due loans are substantially collateralized by assets, with any excess
of loan balances over collateral values specifically allocated in the allowance for loan losses. On an ongoing
basis, we receive updated appraisals on loans secured by real estate, particularly those categorized as
nonperforming loans and potential problem loans. In those instances where updated appraisals reflect reduced
collateral values, an evaluation of the borrower’s overall financial condition is made to determine the need, if
any, for possible write-downs or appropriate additions to the allowance for loan losses.

Potential problem loans are those loans not classified as nonperforming, but where information known by
management indicates serious doubt that the borrower will be able to comply with the present payment terms.
Management identifies these loans through its ongoing loan review process. As of December 31, 2005, potential
problem loans increased $3.7 million to $58.0 million at December 31, 2005 from $54.3 million at December 31,
2004.
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Nonperforming assets and potential problem loans consisted of the following (in thousands):

2005 2004 2003 2002 2001

Nonperforming loans:

Nonaccrualloans ...............ccoivinin.. $21,841 $20,605 $33,887 $19,654 $14,179

Restructuredloans . ........................ — — — — 16

Total nonperforming loans ................... 21,841 20,605 33,887 19,654 14,195
Foreclosed assets:

Real estate acquired by foreclosure ............ 460 1,536 2,124 3,358 1,837

Other repossessed assets .. ............ovunnn. 137 216 169 66 127

Total foreclosed assets ...................... 597 1,752 2,293 3,424 1,964

Total nonperforming assets .................. $22438  $22.357 $36,180 $23,078  $16,159
Nonperforming loans to period-end loans ........... 0.81% 0.88% 1.57% 0.74% 0.74%
Nonperforming assets to period-end assets .......... 0.60% 0.67% 1.13% 0.64% 0.58%
Nonperforming assets to total period-end loans and

foreclosedassets ............. ... ... ... 0.83% 0.95% 1.68% 0.87% 0.85%

Potential problem loans ......................... $58,011 $54,293 $66,482  $62,189  $51,456
Accruing loans past due 90 days ormore ........... $ 162 $2395 $§ 35 $ 984 § 1,360

Nonperforming assets were $22.4 million at December 31, 2005, a slight increase from December 31, 2004.

During the first quarter of 2004, we sold $10.7 million of nonperforming loans which increased charge-offs by
$4.6 million. We had provided for the losses on these nonperforming loans during previous periods and decided
to sell these loans to minimize further loss exposure.

Interest foregone on nonaccrual loans was approximately $1.4 million and $1.0 million during 2005 and 2004,
respectively. Accruing loans past due 90 days or more at December 31, 2005 totaled $162 thousand compared to
$2.4 million at December 31, 2004. The balance at December 31, 2004 included loans to one borrower totaling
$2.0 million which were paid off in early 2005.

Allowance for Credit Losses. The allowance for credit losses and the related provision for credit losses are
determined based on the historical credit loss experience, changes in the loan portfolio, including size, mix and
risk of the individual loans, and current economic conditions. We monitor economic conditions in our local
market areas and the probable impact on borrowers, on past-due amounts, on related collateral values, on the
number and size of the non-performing loans and on the resulting amount of charges-offs for the period.

The provision for credit losses for 2005 was $14.4 million as compared to $12.2 million for 2004. We incurred
net charge-offs of $13.0 million or 0.51% of average loans for 2005 compared to $12.7 million or 0.58% of
average loans during 2004. During the third quarter of 2005, we charged-off one problem loan relationship
totaling $3.6 million. We are vigorously pursuing recovery of this loan through the court system. During the first
quarter of 2004, we sold $10.7 million of nonperforming loans which increased charge-offs by $4.6 million.

The allowance for credit losses is a valuation reserve consisting of the allowance for loan losses and the reserve
for unfunded lending commitments. It is established through charges to earnings in the form of a provision for
credit losses. Based on an evaluation of the loan portfolio, management presents a quarterly review of the
allowance for credit losses to the Bank’s Board of Directors, indicating any changes in the allowance since the
last review and any recommendations as to adjustments in the allowance. In making our evaluation, we consider
the industry diversification of the commercial loan portfolio and the effect of changes in the local real estate
market on collateral values. We also consider the results of recent regulatory examinations, our history of credit
experience and our ongoing internal credit reviews.

The allowance for loan losses at December 31, 2005 was $31.2 million and represented 1.16% of total loans. The
allowance for loan losses at December 31, 2005 was 143.0% of nonperforming loans, up slightly from 142.7% at

32




December 31, 2004. In 2005, the reserve for losses on unfunded lending commitments was reclassified from the
allowance for loan losses to other liabilities. Previously reported amounts and related ratios were changed for this
balance sheet only reclassification, which had no impact on net income or equity. The reserve for unfunded lending
commitments was $1.2 million at December 31, 2005 as compared with $826 thousand at December 31, 2004.

We continually monitor economic conditions in our local market areas and the probable impact on borrowers,
past-due amounts, related collateral values, the number and size of non-performing loans and on the resulting
amount of charge-offs for the period.

We have several systems and procedures in place to assist in managing the overall quality of the loan portfolio.
In addition to established underwriting guidelines and approval processes, we monitor delinquency levels for any
negative or adverse trends. We also perform reviews of the loan portfolios on a regular basis to identify troubled
loans and to assess their overall probability of collection.

Ongoing portfolio reviews are conducted by our internal loan review department under an established loan
review program. We are targeting a loan review penetration of at least 60-70% annually of the total commercial
and real estate loan portfolios.

Through the loan review process, we maintain an internally classified loan list, which, along with the
delinquency list of loans, helps us assess the overall quality of the loan portfolios and the adequacy of the
allowance for credit losses. Loans on this listing are classified as substandard, doubtful or loss based on
probability of repayment, collateral valuation and related collectibility.

All doubtful and loss loans are considered impaired. Substandard loans are defined as impaired when based on
current information and events, it is probable that we will be unable to collect all amounts due, both interest and
principal, according to the contractual terms of the loan agreement. The allowance for loan losses related to
impaired loans is determined based on the difference between the carrying value of impaired loan and its fair
value. The fair value is determined based on the present value of e xpected cash flows discounted at the loan’s
effective interest rate or, as a practical expedient, the loan’s observable market price or the fair value of the
collateral if the loan is collateral dependent.

Loans classified as “substandard” have clear and defined weaknesses such as highly leveraged positions,
unfavorable financial ratios, uncertain repayment sources or poor financial condition, which may jeopardize the
loan’s recoverability. Loans classified as “doubtful” have characteristics similar to substandard loans but with an
increased risk that a loss may occur or that at least a portion of the loan may require a charge-off if liquidated at
present. Although loans classified as substandard do not duplicate loans classified as doubtful, both substandard
and doubtful loans include some loans that are delinquent at least 30 days or on nonaccrual status. Loans
classified as “loss” are those loans that are in the process of being charged off.

At December 31, 2005, substandard loans totaled $75.9 million, of which $16.5 million were loans designated as
delinquent or nonaccrual; and doubtful loans totaled $4.0 million all of which were designated as delinquent or
nonaccrual.

In addition to the internally classified loan list and delinquency list of loans, we maintain a separate “watch list”
which further aids in monitoring the loan portfolios. Watch list loans show warning elements, deficiencies that
require attention in the short run, or where pertinent ratios of the loan account have weakened to a point where
more frequent monitoring is warranted. These loans do not have all the characteristics of a classified loan
(substandard or doubtful) but do show weakened elements as compared with those of a satisfactory credit. We
review these loans in assessing the adequacy of the allowance for credit losses. As of December 31, 2005, watch
list loans totaled $162.5 million.

Management assigns loan grades by individual loan and allocations are made within each loan grade. Loans are
assigned a grade according to payment history, collateral values, and financial condition of the borrower.

The Bank maintains an adequate allowance for credit losses through its watchlist classifications, allocating an
increasing reserve amount as the severity of a problem loan increases. The Bank maintains an unallocated reserve
for satisfactory non-classified credits based, in part, on the average of the last three year’s actual net charge-offs.
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The following table presents an analysis of the allowance for credit losses and other related data (dollars in thousands):

Year Ended December 31,
2005 2004 2003 2002 2001

Average 1oans outstanding .. ...........i it $2,546,459 $2,190,806 $2,465,838 $2,197,875 $1,693,867
Loans outstanding at period-end .......... ... ... i i $2,699,362 $2,344,977 $2,157,039 $2,644,862 $1,928,293
Allowance for loan losses at January 1 ......... ... i, $ 29406 $ 30,722 $ 27248 $ 22927 $§ 16,862
Charge-offs:

Commercial and industrial ....... ... ..ttt 12,410 10,365 10,597 7,384 6,969

Real estate, mortgage and construction . .. ............. i 1,768 3,405 4,486 1,249 1,057

ConSUMEI/OthET . . oo ottt e e e i 1,535 1,446 1,590 1,122 1,797

Total charge-offs .. ...t 15,713 15,216 16,673 9,755 9,823

Recoveries:

Commercial andindustrial ......... ... .o i 1,773 2,094 1,447 1,400 871

Real estate, mortgage and construction . . ... ... ... il 711 159 157 75 111

(0103 1R300 153 L0 1111 268 223 343 245 464

TOtAl TECOVETIES .« . v o vttt et e et et 2,752 2,476 1,947 1,720 1,446

Net charge-offs ... .......... i i 12,961 12,740 14,726 8,035 8,377
Acquired allowance forloanlosses ...t 761 — 855 656 2,758
Allowance for loan losses sold with divestiture .............. ... ... ...... — — (353) — —
Provision for10an losses . .. ....vviuiin e e 14,024 11,424 17,698 11,700 11,684
Allowance for loan losses at December 31 ... ...t $ 31230 $ 29406 $ 30,722 $§ 27,248 § 22,927
Reserve for unfunded loan commitments at January 1 ...................... 826 — — — —
Provision for losses on commitments . .......... ... it 347 826 —_ — —
Reserve for unfunded loan commitments at December 31 ................... 1,173 826 — — —
Total allowance for credit losses at December 31 ....................... $ 32403 $ 30232 $ 30,722 $ 27,248 $ 22,927
Ratios:

Allowance for loan losses to periodend loans .....................conn. 1.16% 1.25% 1.42% 1.03% 1.19%

Net charge-offstoaverageloans . . ..., 0.51% 0.58% 0.60% 0.37% 0.49%

Allowance for loan losses to period-end nonperforming loans ............. 142.99% 142.71% 90.66% 138.64% 161.51%

The following table shows the allocation of the allowance for loan losses among various categories of loans. The
allocation is made for analytical purposes and is not necessarily indicative of the categories in which future loan losses
may occur. The total allowance is available to absorb losses from any category of loans.

December 31,
2005 2004 2003 2002 2001
% of loans % of loans % of loans % of loans % of loans
in each in each in each in each in each
Category to Category to Category to Category to Category to
Total Loans Total Loans Total Loans Total Loans Total Loans
Held for Held for Held for Held for Held for

Amount Investment Amount Investment Amount Investment Amount Investment Amount Investment

(dollars in thousands)
Balance of allowance for
loan losses at end of

period applicable to:
Commercial and

industrial ............ $ 6,429 28%  $ 8,925 30%  $11,844 32% $ 9,188 32% % 8361 31%
Real estate, mortgage and

construction .. ........ 8,738 69% 10,647 67% 8,855 64% 7,738 61% 5,538 60%
Consumer/other......... 730 3% 764 3% 1,009 4% 1,323 7% 868 9%
Unallocated ............ 15,333 N/A 9,070 N/A 9,014 N/A 8,999 N/A 8,160 N/A

Total ............. $31,230 100%  $29,406 100%  $30,722 100%  $27,248 100%  $22,927 100%

The allowance for loan losses applicable commercial and industrial loans decreased due primarily to the charge-off of
one problem loan relationship totaling $3.6 million. The decrease in the real estate, mortgage and construction loan
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category of the allowance for loan losses was due to improvements in asset quality for these loans in 2005. This
was offset by an increase in the unallocated allowance for loan losses due to an increase in the reserve percentage
utilized in 2005.

Interest Rate Sensitivity

Interest rate risk is the risk to interest income attributed to the repricing characteristics of interest sensitive assets
and liabilities. An interest sensitive asset or liability is one that experiences changes in cashflows as a direct
result of changes in market interest rates.

We manage interest rate risk by positioning the balance sheet to maximize net interest income while maintaining
an acceptable level of risk, remaining mindful of the relationship between profitability, liquidity and interest rate
risk. The overall interest rate risk position and strategies for the management of interest rate risk are reviewed by
senior management, the Asset/Liability Management Committee and our Board of Directors on an ongoing basis.

We measure interest rate risk using a variety of methodologies including, but not limited to, dynamic simulation
analysis, gap analysis and static balance sheet rate shocks. Dynamic simulation analysis is the primary tool used
to measure interest rate risk and allow us to model the effects of non-parallel movements in multiple yield
curves, changes in borrower and depositor behaviors, changes in loan and deposit pricing, and changes in loan
and deposit portfolio compositions and growth rates over a 24 month horizon.

A gap analysis measures maturity and repricing relationships between interest-earning assets and interest-bearing
liabilities at specific points in time. A bank is considered asset sensitive, or having a positive gap, when the
amount of its interest-earning assets maturing or repricing within a given period exceeds the amount of its
interest-bearing liabilities also maturing or repricing within that time period. Conversely, a bank is considered
liability sensitive, or having a negative gap, when the amount of its interest-bearing liabilities maturing or
repricing within a given period exceeds the amount of its interest-earning assets also maturing or repricing within
that time period.
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The following table sets forth the expected maturity and repricing characteristics of our interest-earning assets
and interest-bearing liabilities as of December 31, 2005:

0-90 90-365 1-5 5-10 Over
Days Days Years Years 10 Years Total

(In thousands, except for data expressed in percentages)
Interest-earning assets:

Cash and cash equivalents ............. $ 7995 $ — $ — § — 3 —  $ 799
Deposits in other financial institutions . . . . 99 — — 99
Trading assets . ...................... 28,515 — — — — 28,515
Securities . .......c..oouiiiiiiiiinn 39,859 81,208 312,717 155,090 30,124 618,998
LOANS .. .vvrernin et 1,623,110 483,238 531,108 57,951 3,955 2,699,362
Total interest-earning assets ........ 1,699,479 564,446 843,924 213,041 34,079 3,354,969
Interest-bearing liabilities:
Demand and savings deposits .......... 1,017,832 — — — — 1,017,832
Certificates of deposit and other time
deposits . ...l 283,066 378,260 113,022 26 — 774,374
Short-term borrowings ................ 392,850 — — — — 392,850
Subordinateddebt ................... — — — 46,238 — 46,238
Junior subordinateddebt .............. — 82,475 82,475
Total interest-bearing liabilities . .. .. 1,693,748 378,260 113,022 46,264 82,475 2,313,769
GAP before effect of interest rate swap . . . 5,731 186,186 730,902 166,777 (48,396) 1,041,200
Effect of interest rate swap—pay
floating ........ccoovviieiinnnnn., 46,238 — — — 47,167) 923)
Period GAP ............. ... ... ... (40,507) 186,186 730,902 166,777 (1,235) 1,042,123
Cumulative GAP .................... $¢(40,507) $145,679 $876,581 $1,043,358 $1,042,123
Period GAP to total assets ............. (1.09)% 5.00% 19.61% 4.48% 0.03)%
Cumulative GAP to total assets ......... (1.09% 3.91% 23.52% 28.00% 27.96%

We utilize static balance sheet rate shocks to estimate the potential impact on net interest income of changes in
interest rates under various rate scenarios. This analysis estimates a percentage of change in these metrics from
the stable rate base scenario versus alternative scenarios of rising and falling market interest rates by
instantaneously shocking a static balance sheet. The following table summarizes the simulated change over a
12-month horizon as of December 31, 2005 and 2004:

Changes in Increase (Decrease)
Interest Rates in Net Interest
(Basis Points) Income
December 31, 2005

200 . e e 6.59%
100 . e e e e e 3.45%
BaSe .« .ot e e s 0.00%

0 1 -3.43%
S200 L e e e e -10.68%
December 31, 2004

200 . e e e e e e e 5.96%
FR00 .. e e e e s 3.14%
BaSe .. e e e 0.00%

5 1 -5.43%
200 ... e e e e e e e -6.69%

These sensitivities are all within the thresholds set by our Asset/Liability Committee. Each rate scenario reflects
unique prepayment and repricing assumptions. Because of uncertainties related to customer behaviors, loan and
deposit pricing levels, competitor behaviors, and socio-economic factors that could effect the shape of the yield
curves, this analysis is not intended to and does not provide a precise forecast of the affect actual changes in
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market rates will have on the Company. The interest rate sensitivity analysis includes assumptions that: (i) the
composition of our interest sensitive assets and liabilities existing at year end will remain constant over the
measurement period; and (ii) changes in market rates are parallel and instantaneous across the yield curve
regardless of duration or repricing characteristics of specific assets or liabilities. Further, this analysis does not
contemplate any actions that we might undertake in response to changes in market factors. Accordingly, this
analysis is not intended to and does not provide a precise forecast of the affect actual changes in market rates will
have on the Company.

A number of factors have affected the change in the simulations from 2004 to 2005. Among these are loan
pricing assumptions that have resulted from the flattening of the yield curve as well as competitive pressures.
Additionally, the increases in interest rates over the last 12 months have restored much of the balance sheet’s
optionality in decreasing rate environments.

Off-Balance Sheet Arrangements, Commitments, Guarantees and Contractual Obligations

Our potential obligations associated with commitments to extend credit and outstanding letters of credit as of
December 31, 2005 are summarized below (in thousands).

Less than 1-3 3-5 Over

One Year Years Years 5 Years Total
Commitments to extend credit .................. $528,197 $77,017 $178,462 $49,190  $832,866
Standby letters of credit ....................... 50,895 2,357 — — 53,252

Total ......... .. .. . $579,092 $79,374 $178,462 $49,190  $886,118

o

Since commitments associated with letters of credit and lending and financing arrangements may expire unused,
the amounts shown do not necessarily reflect the actual future cash funding requirements. See Note 17 to the
Consolidated Financial Statements for additional discussion of financial instruments with off-balance sheet risk,
including a discussion of the nature, business purpose and importance of off-balance sheet arrangements.

Off-balance sheet arrangements also include our Trust Preferred Securities, which have been de-consolidated in
this report as required. Further information regarding the Trust Preferred Securities can be found in Note 11 to

the Consolidated Financial Statements.

Our future contractual cash payments are as follows (in thousands):

Less than 1-3 3-5 Over
One Year Years Years 5 Years Total
Junior subordinateddebt ....................... $ — $ — $ — $82475 $ 82475
Subordinateddebt ........ ... ... .. ... .. ... .. — —_— — 50,000 50,000
Interest expense related to long-term debt ......... 11,099 22,228 22,198 160,391 215916
Operatingleases ................ccviuninn... 3,929 7,329 5,848 14,498 31,604
Certificates and other time deposits .............. 659,819 85,593 28,678 284 774,374
Total ......... . ... . .. ... $674,847 $115,150 $56,724 $307,648 $1,154,369

The amount shown above for subordinated debt represents our contractual obligation. The subordinated debt is
reflected in the consolidated balance sheet at its fair value. As discussed earlier, the Bank entered into an interest
rate swap designated as a fair-value hedge of the subordinated debt. Refer to Note 10 in the Consolidated
Financial Statements for further information.

37




Interest expense obligations on fixed rate junior subordinated debt are calculated based on the stated contractual
interest rates. Interest expense on variable rate junior subordinated debt is calculated assuming the current
3-month LIBOR rate of 4.60% plus 3.45%. Interest expense on subordinated debt is calculated based on the fixed
coupon rate of the debt adjusted for the associated interest rate swap agreement assuming the current 3-month
LIBOR rate. Refer to Notes 10 and 11 in the Consolidated Financial Statements for further information.

Capital and Liquidity

Capital—At December 31, 2005, shareholders’ equity totaled $334.5 million or 8.97% of total assets, as
compared to $313.2 million or 9.4% of total assets at December 31, 2004. Our risk-based capital ratios together
with the minimum capital amounts and ratios as of December 31, 2005 were as follows (dollars in thousands):

For Capital
Actual Adequacy Purposes
Amount Ratio Amount Ratio
Total Capital (to Risk Weighted Assets) ....... $411,229 12.36% $266,220  8.0%
Tier 1 Capital (to Risk Weighted Assets) ....... 332,590 9.99% 133,110 4.0%
Tier 1 Capital (to Average Assets) ............ 332,590 9.11% 129,625 4.0%

See Note 18 to our Consolidated Financial Statements for further discussion of regulatory capital requirements.

Liquidity—The objectives of our liquidity management is to maintain our ability to meet day-to-day deposit
withdrawals and other payment obligations, to raise funds to support asset growth, to maintain reserve
requirements and otherwise operate on an ongoing basis. We strive to manage a liquidity position sufficient to
meet operating requirements while maintaining an appropriate balance between assets and liabilities to meet the
expectations of our shareholders. In recent years, our liquidity needs have primarily been met by growth in core
deposits. In addition to core deposits, we have access to funds from correspondent banks and from the Federal
Home Loan Bank, supplemented by amortizing securities and loan portfolios. The Bank also accepts brokered
certificates of deposit.

Sterling Bancshares must provide for its own liquidity and fund its own obligations. The primary source of
Sterling Bancshares’ revenues is from dividends declared by the Bank. There are statutory and regulatory
provisions that could limit the ability of the Bank to pay dividends to Sterling Bancshares. At December 31,
2005, there was an aggregate of approximately $141 million available for payment of dividends by Sterling
Bank. At December 31, 2005, the aggregate amount of dividends, which legally could be paid without prior
approval of various regulatory agencies, totaled approximately $74 million. It is not anticipated that such
restrictions will have an impact on the ability of Sterling Bancshares to meet its ongoing cash obligations. As of
December 31, 2005, we did not have any material commitments for capital expenditures.

On April 25, 2005, our Board of Directors authorized us to repurchase up to 2,500,000 shares of our common
stock, not to exceed 500,000 shares in any calendar year. We may repurchase our shares of common stock from
time to time in the open market or through privately negotiated transactions. We plan to fund any share
repurchases from available cash or short-term borrowings.

ITEM 7A. Quantitative and Qualitative Disclosures about Market Risk

For information regarding the market risk of our financial instruments, see “Management’s Discussion and
Analysis of Financial Condition and Results of Operations—Interest Rate Sensitivity.” Our principal market risk
exposure is to interest rates.

ITEM 8. Financial Statements and Supplementary Data

Refer to the index included on page F-1 and the Consolidated Financial Statements that begin on page F-3 of this
Annual Report on Form 10-K.
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ITEM 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None.

ITEM 9A. Controls and Procedures

As of the end of the period covered by this Annual Report on Form 10-K, an evaluation was made by the
Company’s management, with the participation of its Chief Executive Officer and Chief Financial Officer, of the
effectiveness of the Company’s disclosure controls and procedures (as defined in Rule 13a-15(e) under the
Securities Exchange Act of 1934). Based upon that evaluation, the Chief Executive Officer and Chief Financial
Officer concluded that the Company’s disclosure controls and procedures were effective as of the end of the
period covered by this Annual Report.

There were no changes in the Company’s internal control over financial reporting (as defined in Rule 13a-15(f)
under the Securities Exchange Act of 1934) during the most recent fiscal quarter that materially affected, or are
reasonably likely to materially affect, the Company’s internal control over financial reporting.

MANAGEMENT’S REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING AND
COMPLIANCE WITH DESIGNATED LAWS AND REGULATIONS

Management of Sterling Bancshares, Inc. and subsidiaries (the “Company”) is responsible for preparing the
Company’s annual financial statements. Management is also responsible for establishing and maintaining
adequate internal control over financial reporting. The Company’s internal control over financial reporting is a
process designed under the supervision of the Company’s Chief Executive Officer and Chief Financial Officer to
provide reasonable assurance regarding the reliability of financial reporting and the preparation of the
Company’s financial statements for external purposes in accordance with generally accepted accounting
principles. All internal control systems, no matter how well designed, have inherent limitations. Therefore, even
those systems determined to be effective can provide only reasonable assurance with respect to financial
statement preparation and presentation.

As of December 31, 2005, management assessed the effectiveness of the Company’s internal control over
financial reporting based on the criteria for effective internal control over financial reporting established in
Internal Control—Integrated Framework, issued by the Committee of Sponsoring Organizations of the Treadway
Commission. This assessment included controls over the preparation of the schedules equivalent to the basic
financial statements in accordance with the instructions for the Consolidated Financial Statements for Bank
Holding Companies (Form FRY-9C) to meet the reporting requirements of Section 112 of the Federal Deposit
Insurance Corporation Improvement Act. Based on the assessment, management determined that the Company
maintained effective internal control over financial reporting as of December 31, 2005, based on those criteria.

Deloitte & Touche LLP, the independent registered public accounting firm that audited the Company’s
consolidated financial statements included in this Annual Report on Form 10-K, has issued an attestation report
on management’s assessment of the effectiveness of the Company’s internal control over financial reporting as of
December 31, 2005. The report is included in this Item under the heading “Report of Independent Registered
Public Accounting Firm.”

Compliance with Designated Laws and Regulations

Management is also responsible for ensuring compliance with the federal laws and regulations concerning loans
to insiders and the federal and state laws and regulations concerning dividend restrictions, both of which are
designated by the Federal Deposit Insurance Corporation (FDIC) as safety and soundness laws and regulations.
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Management assessed its compliance with the designated safety and soundness laws and regulations and has

maintained records of its determinations and assessments as required by the FDIC. Based on this assessment,
management believes that the Company has complied, in all material respects, with the designated safety and
soundness laws and regulations for the year ended December 31, 2005.

J. Downey Bridgwater
Chairman, President and Chief Executive Officer

Stephen C. Raffaele
Executive Vice President and Chief Financial Officer
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Shareholders of
Sterling Bancshares, Inc.
Houston, Texas

We have audited management’s assessment, included in the accompanying Management’s Report on Internal
Control Over Financial Reporting, that Sterling Bancshares, Inc. and subsidiaries (the “Company”’) maintained
effective internal control over financial reporting as of December 31, 2005, based on criteria established in
Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission. Because management’s assessment and our audit were conducted to meet the reporting
requirements of Section 112 of the Federal Deposit Insurance Corporation Improvement Act (FDICIA),
management’s assessment and our audit of the Company’s internal control over financial reporting included
controls over the preparation of the schedules equivalent to the basic financial statements in accordance with the
instructions for the Consolidated Financial Statements for Bank Holding Companies (Form FR Y-9C). The
Company’s management is responsible for maintaining effective internal control over financial reporting and for
its assessment of the effectiveness of internal control over financial reporting. Our responsibility is to express an
opinion on management’s assessment and an opinion on the effectiveness of the Company’s internal control over
financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in all material respects. Our audit
included obtaining an understanding of internal control over financial reporting, evaluating management’s
assessment, testing, and evaluating the design and operating effectiveness of internal control, and performing
such other procedures as we considered necessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinions.

A company’s internal control over financial reporting is a process designed by, or under the supervision of, the
company’s principal executive and principal financial officers, or persons performing similar functions, and
effected by the company’s board of directors, management, and other personnel to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (3) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the
company’s assets that could have a material effect on the financial statements.

Because of the inherent limitations of internal control over financial reporting, including the possibility of
collusion or improper management override of controls, material misstatements due to error or fraud may not be
prevented or detected on a timely basis. Also, projections of any evaluation of the effectiveness of the internal
control over financial reporting to future periods are subject to the risk that the controls may become inadequate
because of changes in conditions, or that the degree of compliance with the policies or procedures may
deteriorate.

In our opinion, management’s assessment that the Company maintained effective internal control over financial
reporting as of December 31, 2005, is fairly stated, in all material respects, based on the criteria established in
Internal Control-Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission. Also, in our opinion, the Company maintained, in all material respects, effective internal control
over financial reporting as of December 31, 2005, based on the criteria established in Internal Control-Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission.
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We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the consolidated financial statements as of and for the year ended December 31, 2005 of the
Company and our report dated February 24, 2006, expressed an unqualified opinion on those financial
statements.

We have not examined and, accordingly, we do not express an opinion or any other form of assurance on
management’s statement referring to compliance with laws and regulations.

bﬁ,@or&ﬁ ' Touchke LLP

Houston, Texas
February 24, 2006

ITEM 9B. Other Information

None.

PART I

ITEM 10. Directors and Executive Officers of the Registrant

The information required by this Item as to the directors and executive officers is hereby incorporated by
reference from the information appearing under the captions “Election of Directors,” “Executive Officers and
Other Significant Employees” and “Section 16 Beneficial Ownership Reporting Compliance” in the Company’s
definitive proxy statement to be filed with the SEC pursuant to the Securities Exchange Act of 1934 within

120 days of year end. The information required by this Item as to the Code of Ethics for Senior Financial Officers
is herby incorporated by reference from “Item 1—Business—Available Information” of this report.

ITEM 11. Executive Compensation

The information required by this Item as to the management of the Company is hereby incorporated by reference
from the information appearing under the caption “Executive Compensation,” “Summary Compensation Table,”
“Stock Option Plans,” “Employment Agreements and Other Compensation Agreements” in the Company’s
definitive proxy statement to be filed with the SEC pursuant to the Securities Exchange Act of 1934 within

120 days of year end. Notwithstanding the foregoing, in accordance with the instructions to Item 402 of
Regulation S-K, the information contained in the Company’s proxy statement under the subheading “Human
Resources Programs Committee Report” and heading “‘Performance Graph” shall not be deemed to be filed as
part of or incorporated by reference into this Form 10-K.

ITEM 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters

The information required by this Item as to the ownership by management and others of securities of the
Company is hereby incorporated by reference from the information appearing under the captions “Security
Ownership of Certain Beneficial Owners and Management” and “Equity Compensation Plan Information” in the
Company’s definitive proxy statement to be filed with the SEC pursuant to the Securities Exchange Act of 1934
within 120 days of year end.

ITEM 13. Certain Relationships and Related Transactions

The information required by this Item as to certain business relationships and transactions with management and
other related parties of the Company is hereby incorporated by reference to such information appearing under the
captions “Certain Transactions” and “Compensation Committee Interlocks and Insider Participation” in the
Company’s definitive proxy to be filed with the SEC pursuant to the Securities Exchange Act of 1934 within

120 days of year end.
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ITEM 14. Principal Accountant Fees and Services

The information required by this Item as to disclosures regarding accounting fees and services is hereby
incorporated by reference to such information appearing under the caption “Independent Registered Public
Accounting Firm’s Fees” in the Company’s definitive proxy to be filed with the SEC pursuant to the Securities
and Exchange Act of 1934 within 120 days of year end.

PART IV

ITEM 15. Exhibits and Financial Statement Schedules
(a) List of documents filed as part of this report

1. Consolidated Financial Statements. The following Consolidated Financial Statements and Report of
Independent Registered Public Accounting Firm are included in this Annual Report on Form 10-K.

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTINGFIRM ............ F-2
CONSOLIDATED FINANCIAL STATEMENTS:
Consolidated Balance Sheets . ...ttt e F-3
Consolidated Statements of INCOME ... ...ttt e, F-4
Consolidated Statements of Shareholders’ Equity ................................. F-5
Consolidated Statements of Cash Flows . ................ .. F-6
Notes to Consolidated Financial Statements .. ................... .0 uurenrennn. .. F-7

2. Consolidated Financial Statement Schedules. These schedules are omitted as the required information
is inapplicable or the information is presented in the consolidated financial statements or related notes.

3. Exhibits.

Exhibit No.

2.1 Agreement and Plan of Merger dated as of October 23, 2000 among the Company,
Sterling Bancorporation, Inc. and CaminoReal Bancshares of Texas, Inc., as amended.
[Incorporated by reference to Exhibit 2.5 of the Company’s Annual Report on Form
10-K (File No. 000-20750).]

22 Agreement and Plan of Merger dated as of March 1, 2001, by and between Sterling
Bancshares, Inc. and Lone Star Bancorporation, Inc., as amended. [Incorporated by
reference to Exhibit 2 of the Company’s Quarterly Report on Form 10-Q filed on May
14, 2001 (File No. 000-20750).]

23 Agreement and Plan of Merger dated as of October 1, 2001 by and among Sterling
Bancshares, Inc., Sterling Bancorporation, Inc. and Community Bancshares, Inc., as
amended. [Incorporated by reference to Exhibit 2.7 of the Company’s Annual Report on
Form 10-K (File No. 000-20750).]

24 Agreement and Plan of Merger Among Sterling Bancshares, Inc., Sterling
Bancorporation, Inc. and ENB Bankshares Inc. dated as of May 22, 2002. [Incorporated
by reference to Exhibit 2.1 of the Company’s Quarterly Report on Form 10-Q filed on
August 14, 2002 (File No. 000-20750).]

2.5 Purchase and Assumption Agreement dated July 12, 2002 between Sterling Bank Inc.
and James Wilson as amended by First Amendment to Purchase and Assumption
Agreement dated as of August 2, 2002. [Incorporated by reference to Exhibit 2.2 of the
Company’s Quarterly Report on Form 10-Q filed on August 13, 2002 (File No.
000-20750).]
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Exhibit No.

26

27

2.8

29

2.10

3.1

32

33

34

4.1

42

43

44

Purchase and Assumption Agreement dated as of October 29, 2002 between Sterling
Bank Inc. and South Texas National Bank of Laredo. {Incorporated by reference to
Exhibit 2.9 of the Company’s Annual Report on Form 10-K (File No. 000-20750).]

Stock Purchase Agreement dated as of July 16, 2003 by and among Sterling Bancshares,
Inc., Sterling Bank, CMCR Holding Company and RBC Mortgage Company.
[Incorporated by reference to Exhibit 2.1 to the Company’s Current Form 8-K filed on
October 15, 2003 (File No. 000-20750).]

Amendment No. 1 to Stock Purchase Agreement dated as of September 30, 2003 by and
among Sterling Bancshares, Inc., Sterling Bank, CMCR Holding Company and RBC
Mortgage Company. [Incorporated by reference to Exhibit 2.2 to the Company’s Current
Form 8-K filed on October 15, 2003 (File No. 000-20750).]

Agreement and Plan of Merger dated August 18, 2003 by and among Sterling
Bancshares, Inc., SB 2003, Inc. and South Texas Capital Group, Inc. [Incorporated by
reference to Exhibit 10.3 of the Company’s Quarterly Report on Form 10-Q filed on
November 14, 2003 (File No. 000-20750).]

Agreement and Plan of Merger Dated July 7, 2005 by and among Sterling Bancshares,
Inc., SBPB, Inc., and Prestonwood Bancshares, Inc. [Incorporated by reference to
Exhibit 10.1 of the Company’s Quarterly Report on Form 10-Q filed on November 8,
2005 (File No. 000-20750).]

Restated and Amended Articles of Incorporation of the Company, as amended.
{Incorporated by reference to Exhibit 3.1 to the Registration Statement on Form S-3
(File Nos. 333-55724, 333-55724-01, and 333-55724-02).]

Articles of Amendment to the Restated and Amended Articles of Incorporation of
Sterling Bancshares, Inc. [Incorporated by reference to Exhibit 3.2 of the Company’s
Quarterly Report on Form 10-Q filed on August 13, 2002 (File No. 000-20750).]

Amended and Restated Bylaws of Sterling Bancshares, Inc. [Incorporated by reference
to Exhibit 3.1 of the Company’s Current Report on Form 8-K filed on October 26, 2004
(File No. 000-20750).]

Amendment to Bylaws of Sterling Bancshares, Inc. [Incorporated by reference to
Exhibit 3.1 of the Company’s Current Report on Form 8-K filed on November 17, 2005
(File No. 000-20750).]

Preferred Securities Guarantee Agreement dated March 21, 2001. [Incorporated by
reference to Exhibit 4.2 of the Company’s Current Report on Form 8-K filed on March
21, 2001 (File No. 000-20750).]

Indenture dated March 21, 2001. [Incorporated by reference to Exhibit 4.4 of the
Company’s Current Report on Form 8-K filed on March 21, 2001 (File No.
000-20750).]

First Supplemental Indenture dated March 21, 2001. [Incorporated by reference to
Exhibit 4.5 of the Company’s Current Report on Form 8-K filed on March 21, 2001
(File No. 000-20750).]

9.20% Subordinated Deferrable Interest Debenture due March 21, 2031. [Incorporated
by reference to Exhibit 4.7 of the Company’s Current Report on Form 8-K filed on
March 21, 2001 (File No. 000-20750).]
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Exhibit No.
4.5

4.6

4.7

4.8

49

4.10

4.11

4.12

10.1%**

10.2

10.3%*x*

10.4%%%

10.5

10.6

Indenture dated August 30, 2002. [Incorporated by reference to Exhibit 4.4 of the
Company’s Current Report on Form 8-K filed on September 12, 2002 (File No.
000-20750).]

Junior Subordinated Deferrable Interest Debenture due August 30, 2032. [Incorporated
by reference to Exhibit 4.6 of the Company’s Current Report on Form 8-K filed on
September 12, 2002 (File No. 000-20750).]

Guarantee Agreement dated August 30, 2002. [Incorporated by reference to Exhibit 4.6
of the Company’s Current Report on Form 8-K filed on September 12, 2002 (File No.
000-20750).]

Preferred Securities Guarantee Agreement dated September 26, 2002. [Incorporated by
reference to Exhibit 4.2 of the Company’s Current Report on Form 8-K dated September
26, 2002 (File No. 000-20750).]

Second Supplemental Indenture dated September 26, 2002. [Incorporated by reference
to Exhibit 4.9 of the Company’s Current Report on Form 8-K dated September 26, 2002
(File No. 000-20750).] -

8.30% Junior Subordinated Deferrable Interest Debenture due September 26, 2032,
[Incorporated by reference to Exhibit 4.8 of the Company’s Current Report on Form 8-K
dated September 26, 2002 (File No. 000-20750).]

Fiscal and Paying Agency Agreement dated April 10, 2003 between Sterling Bank and
Deutsche Bank Trust Company Americas. [Incorporated by reference to Exhibit 4.1 of
the Company’s Current Report on Form 8-K filed April 15, 2003 (File No. 000-20750).]

Form of Global Certificate representing Sterling Bank’s 7.375% Subordinated Noted
due 2013. [Incorporated by reference to Exhibit 4.2 of the Company’s Current Report on
Form 8-K filed April 15, 2003 (File No. 000-20750).]

1994 Incentive Stock Option Plan of the Company. [Incorporated by reference to Exhibit
10.1 of the Company’s Annual Report on Form 10-K for the year ended December 31,
1994.]

1994 Employee Stock Purchase Plan of the Company. [Incorporated by reference to
Exhibit 10.2 of the Company’s Annual Report on Form 10-K for the year ended
December 31, 1994.]

1984 Incentive Stock Option Plan of the Company. [Incorporated by reference to Exhibit
10.1 of the Company’s Registration Statement on Form S-1, effective October 22, 1992
(Registration No. 33-51476).]

1995 Non-Employee Director Stock Compensation Plan. [Incorporated by reference to
Exhibit 4.3 of the Company’s Registration Statement on Form S-8 (File No.
333-16719).]

Credit Agreement dated October 1, 2004 made by and between Sterling Bancshares, Inc.
and Wells Fargo Bank, National Association regarding a line of credit in the amount of
$20,000,000. [Incorporated by reference to Exhibit 10.5 of the Company’s Annual
Report on Form 10-K for the year ended December 31, 2005.]

First Amendment to Credit Agreement dated as of March 8, 2005 by and between
Sterling Bancshares, Inc. and Wells Fargo Bank, National Association. [Incorporated by
reference to Exhibit 10.6 of the Company’s Annual Report on Form 10-K for the year
ended December 31, 2005.]
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Exhibit No.
10.7

10.8%%*

10.9%**

10.10***

10.11%**

10.12%%*

10.13%%*

10.14%%*

10.15%**

10.16%**

10.17***

Second Amendment to Credit Agreement between Sterling Bancshares, Inc. and Wells
Fargo Bank, National Association, dated September 29, 2005 [Incorporated by reference
to Exhibit 10.1 of the Company’s Report on Form 8-K filed on October 5, 2005 (File
No. 000-207500).]

Employment Agreement between Sterling Bancshares, Inc. and J. Downey Bridgwater
executed on October 31, 2001 and effective as of January 1, 2002. [Incorporated by
reference to Exhibit 99.3 of the Company’s Report on Form §-K filed on October 14,
2001 (File No. 000-207500).]

Amendment to Employment Agreement between Sterling Bancshares, Inc. and

J. Downey Bridgwater dated November 17, 2005 [Incorporated by reference to Exhibit
10.1 of the Company’s Report on Form 8-K filed on November 17, 2005 (File No.
000-207500).]

Employment Agreement between Sterling Bancshares, Inc. and J. Downey Bridgwater
dated November 17, 2005 [Incorporated by reference to Exhibit 10.2 of the Company’s
Report on Form 8-K filed on November 17, 2005 (File No. 000-207500).]

Sterling Bancshares, Inc. 2003 Stock Incentive and Compensation Plan [Incorporated by
reference to Exhibit 4.4 of the Company’s Registration Statement on Form S-8 (File No.
333-105307).]

Consulting Agreement between Sterling Bancshares, Inc. and George Martinez executed
on June 9, 2004 and effective as of June 1, 2004. [Incorporated by reference to Exhibit
10.1 of the Company’s Quarterly Report on Form 10-Q filed on August 5, 2004 (File
No. 000-207501)].

Amendment to Employment and Consulting Agreement between Sterling Bancshares,
Inc. and George Martinez dated December 22, 2005 {Incorporated by reference to
Exhibit 10.1 of the Company’s Report on Form 8-K filed on December 27, 2005 (File
No. 000-207500).]

Form of Severance and Non-Competition Agreements between Sterling Bancshares,
Inc., Sterling Bank and the following named executive officers:

Daryl D. Bohls Travis Jaggers
Danny L. Buck Graham B. Painter
Wanda S. Dalton Stephen C. Raffaele
Clinton Dunn Mike Skowronek

James W. Goolsby, Jr.

[Incorporated by reference to Exhibit 10.2 of the Company’s Quarterly Report on Form
10-Q filed on August 5, 2004 (File No. 000-207501)].

Form of Restricted Stock Agreement [Incorporated by reference to Exhibit 10.1 of the
Company’s Current Report on Form 8-K filed on February 4, 2005 (File No.
000-207500).]

Form of Incentive Stock Agreement [Incorporated by reference to Exhibit 10.2 of the
Company’s Current Report on Form 8-K filed on February 4, 2005 (File No.
000-207500).]

Severance and Non-Competition Agreement between Sterling Bancshares, Inc., Sterling
Bank and Allen Brown executed and effective as of December 1, 2004. [Incorporated by
reference to Exhibit 10.1 of the Company’s Current Report on Form 8-K filed on
December 7, 2004 (File No. 000-207500).]
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Exhibit No.

10.18*** Short Term Incentive Program for Shared Services [Incorporated by reference to Exhibit
10.14 of the Company’s Annual Report on Form 10-K for the year ended December 31,
2004.]

10.19*** Short Term Incentive Program for Bank Offices [Incorporated by reference to Exhibit
10.15 of the Company’s Annual Report on Form 10-K for the year ended December 31,
2004.]

10.20%** Severance and Non-Competition Agreement dated effective May 2, 2005, by and among
Sterling Bancshares, Inc., Sterling Bank and Sonny B. Lyles [Incorporated by reference
to Exhibit 10.1 of the Company’s Current Report on Form 8-K filed on May 5, 2005
(File No. 000-207500).]

10.21 %% Severance and Non-Competition Agreement dated effective January 1, 2005, by and
among Sterling Bancshares, Inc., Sterling Bank and Robert S. Smith [Incorporated by
reference to Exhibit 10.1 of the Company’s Current Report on Form 8-K filed on
January 13, 2005 (File No. 000-207500).]

10.22%** Non-Compete Agreement between Sterling Bancshares, Inc. and Max W. Wells dated
July 7, 2005 [Incorporated by reference to Exhibit 10.2 of the Company’s Quarterly
Report on Form 10-Q filed on November 8, 2005 (File No. 000-207500).]

10.23 %% Severance and Non-Competition Agreement between Sterling Bancshares, Inc. and John
A. Rossitto dated January 23, 2006 [Incorporated by reference to Exhibit 10.1 of the
Company’s Current Report on Form 8-K filed on January 26, 2006 (File No.
000-207500).]

10.24%** Severance and Non-Competition Agreement between Sterling Bancshares, Inc., Sterling
Bank and Deborah Dinsmore dated February 24, 2006 [Incorporated by reference to
Exhibit 10.1 of the Company’s Current Report on Form 8-K filed on February 28, 2006
(File No. 000-207500).]

10.25%** Summary Description of Non-Employee Director compensation [Incorporated by
reference to Exhibit 10.2 of the Company’s Current Report on Form 8-K filed on April
29, 2005 (File No. 000-207500).]

10.26%** Summary of Named Executive Officer Compensation [Incorporated by reference to
Exhibit 10.1 of the Company’s Current Report on Form 8-K filed on April 29, 2005
(File No. 000-207500).]

10.27%** Summary Description of Compensation - Sonny B. Lyles [Incorporated by reference to
Exhibit 10.1 of the Company’s Current Report on Form 8-K filed on May 2, 2005 (File
No. 000-207500).]

21* Subsidiaries of the Company

23.1* Consent of Deloitte & Touche LLP, Independent Registered Public Accounting Firm

31.1%* Certification of J. Downey Bridgwater, President and Chief Executive Officer, as
required pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

31.2* Certification of Stephen C. Raffaele, Executive Vice President and Chief Financial
Officer, as required pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

32.1%* Certification pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of
the Sarbanes-Oxley Act of 2002.

32.2%* Certification pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of

the Sarbanes-Oxley Act of 2002.

*  As filed herewith.
**  As furnished herewith.
*** Management Compensation Agreement
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has
duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

STERLING BANCSHARES, INC.

by /s/ _J. DOWNEY BRIDGWATER
DATE: March 2, 2006 J. Downey Bridgwater,

Chairman, President and
Chief Executive Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the
following persons on behalf of the registrant in the capacity indicated on this the 2nd day of March, 2006.

SIGNATURE TITLE SIGNATURE TITLE
/s/ J. DOWNEY BRIDGWATER Chairman, President, and /s/ JAMES J. KEARNEY Director
J. Downey Bridgwater Chief Executive Officer James J. Kearney

(Principal Executive Officer)

/s/ STEPHEN C. RAFFAELE  Executive Vice President /s/  R.BRUCE LABOON Director
Stephen C. Raffaele and Chief Financial Officer R. Bruce LaBoon
(Principal Financial and
Accounting Officer)

/s/ DAvID L. HATCHER Lead Director /s/ G.EDWARD POWELL Director
David L. Hatcher G. Edward Powell
Director /s/ THOMAS A. REISER Director
George Beatty, Jr. Thomas A. Reiser
/s/ ANAT BIRD Director /s/ RamunDoO E. Riojas  Director
Anat Bird Raimundo E. Riojas
Is/  JamEes D. CALAWAY Director /s/ DAN C. TUTCHER Director
James D. Calaway Dan C. Tutcher
/s/ BRUCE J. HARPER Director Is/ Max W. WELLS Director
Bruce J. Harper Max W. Wells
/s/ GLENN H. JOHNSON Director

Glenn H. Johnson
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Shareholders of
Sterling Bancshares, Inc.
Houston, Texas

We have audited the accompanying consolidated balance sheets of Sterling Bancshares Inc. and subsidiaries (the
“Company”) as of December 31, 2005 and 2004, and the related statements of income, shareholders’ equity, and
cash flows for each of the three years in the period ended December 31, 2005. These financial statements are the
responsibility of the Company’s management. Our responsibility is to express an opinion on these financial
statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, such financial statements present fairly, in all material respects, the financial position of Sterling
Bancshares, Inc. and subsidiaries as of December 31, 2005 and 2004, and the results of its operations and its cash
flows for each of the three years in the period ended December 31, 2005, in conformity with accounting
principles generally accepted in the United States of America.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the effectiveness of the Company’s internal control over financial reporting as of December 31,
2005, based on the criteria established in Internal Control—Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission and our report dated February 24, 2006, expressed an
unqualified opinion on management’s assessment of the effectiveness of the Company’s internal control over
financial reporting and an unqualified opinion on the effectiveness of the Company’s internal control over
financial reporting.

Bz,Q,or(iz_ ' Toucke LLP

Houston, Texas
February 24, 2006




STERLING BANCSHARES, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
DECEMBER 31, 2005 AND 2004
(In thousands, except share amounts)

ASSETS

Cashandcashequivalents . ........... ... ... . i i,
Interest-bearing deposits in financial institutions ..............................
Trading assets .. ... ... ...uun e
Available-for-sale securities, at fairvalue .........................oiiia....
Held-to-maturity securities, at amortized cost ..................coouen.... e

Loansheldforsale ............ ... i,

Loans, net . ... ..

Premises and equipment, net . .. ....... ... i
Real estate acquired by foreclosure . . ....... ... ... ... .. i
Goodwill ...
Core deposit intangibles, Net .. . .........uui e
Accrued interest receivable ... ... ...
Other @ssets ... ..o i e

LIABILITIES AND SHAREHOLDERS’ EQUITY
LIABILITIES:
Deposits:
Noninterest-bearingdemand . ..................... ... ...
Interest-bearing demand ................ ... ... . ... ..
Certificates and other time deposits ................ ... ... ua...

Total deposits .. ... ... i e
Short-term bOrrOWINgS .. .....oo ottt
Subordinated debt ... ...... ...

SHAREHOLDERS’ EQUITY

Convertible preferred stock, $1 par value; 1,000,000 shares authorized. No
shares outstanding at December 31,2005and 2004, .....................

Common stock, $1 par value; 100,000,000 shares authorized, 45,458,500 and
45,068,048 issued at December 31, 2005 and 2004, respectively ...........

Capital SUpIus . ... .. e

Retained earnings .............ccoiiiuuuiiiiirriiniiiia

Treasury stock, at cost; 125,000 shares held at December 31, 2005. No shares
held at December 31,2004, . .. ... .. i

Accumulated other comprehensive loss, netoftax .........................

Total shareholders’ equity ............ ... i i
TOTAL LIABILITIES AND SHAREHOLDERS’ EQUITY ..................

See notes to consolidated financial statements.

F-3

2004

2005
$ 147,154 $ 88,439
99 595
28,515 36,720
495,945 540,704
123,053 117,414
8,354 6,881
2,691,008 2,338,096
2,699,362 2,344,977
(31,230) (29,406)
2,668,132 2,315,571
41,407 40,171
460 1,536
85,026 62,480
3,551 1,839
15,358 11,964
118,159 119,463
$3,726,859 $3,336,896
$1,045,937 $ 884,017
1,017,832 970,281
774,374 589,669
2,838,143 2,443,967
392,850 420,575
46,238 47,162
82,475 82,475
32,681 29,545
3,392,387 3,023,724
45,458 45,068
58,757 54,522
239,171 213,814
(1,984) —
(6,930) (232)
334,472 313,172
$3,726,859 $3,336,896




STERLING BANCSHARES, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF INCOME
FOR THE YEARS ENDED DECEMBER 31, 2005, 2004, AND 2003
(In thousands, except per share amounts)

2005 2004 2003
Interest income: '
Loans, inCIIAINE FEES ... o .v vttt ittt $175,521 $131,835 $149,066
Securities:
1) L= O Ot 24,936 21,307 10,947
NODLAXADIE & . o oottt ettt ettt et e 2,442 2,042 2,266
Trading @SSELS . . ..« v vttt et ettt e e e 1,318 4,569 3,567
Federal funds SO . .. ..ottt ittt it ettt e e e e e e 293 101 176
Deposits in financial InSHIULONS . ... ...ttt e 93 55 69
Total INErESt INCOIMIE . -+« o vttt ettt et et ae e ettt n e ae et ea e eraeannens 204,603 159,909 166,091
Interest expense:
Demand and savings deposits . .. ... vttt 8,525 4,785 4,752
Certificates and other time deposits .. ......... ...ttt 20,148 12,694 14,608
Short-term DOITOWINES . . . oottt ittt ettt ettt aaane e anaeaeans 15,102 4,163 4,921
NOLES PAYADIE . . ..ttt ettt ittt e e — — 585
Subordinated debt . .. ..ottt e e e 3,665 2,744 1,976
Junior subordinated debt . . . ..ot e e e 6,933 6,551 6,517
Total interest expense .......... e e e s 54,373 30,937 33,359
NELINLEIESt INCOIMIE . . . v ottt ettt et ettt ettt et e aa et et neaaaneenans 150,230 128,972 132,732
Provision fOr Credit LOSSES . .. v vt vttt ittt ettt et et eeene et i e 14,371 12,250 17,698
Net interest income after provision for credit10sses .. ..o 135,859 116,722 115,034
Noninterest income:
CUSLOIMET SETVICE 8BS . . ot vt vt ettt ettt et e ettt ettt ian e aannens 11,615 14,934 16,542
Net gain (loss) on trading assets ... ... e e e e i 147 474) 1,103
Net gain on the sale of securities ......... ..ot 60 4,941 905
Netgainonthesale of 10ans ... ... ... it 1,455 980 790
Net gain (loss) on the sale of banking offices .......... O — @7 3,517
(10111 S PPN 13,682 10,671 10,330
Total NONINLEIESt INCOIMIE - . - & ot vttt et et et ettt e e e e n et aia e e 26,959 31,025 33,187
Noninterest expense: .
Salaries and employee benefits ....... ...t 61,229 62,209 60,233
OCCUPANCY EXPEIISE « .+ .. v vt st aeeees e eaea s aasaee e aaseteeaasannannesonnnaeessns 15,556 15,326 15,364
TECHIOIOZY - -+ - e v v e vt e et e et et et et et e e e 5,524 6,127 5,170
ProfesSIONAl FEBS . o\ ot it ettt e e e e e 6,527 6,999 4,624
Postage, delivery and supplies ...........c.oi i 3,238 3,179 3,474
B £ 7 V- P R R R 2,306 1,457 1,498
Core deposit intangible amortization ... ....c....oouiee ittt 521 486 465
ACQUISTEON COSES « + v\ vttt it et e e e e e 831 — 66
(07117 e e 14,914 17,517 14,936
Total noninterest expense ........... N 110,646 113,300 105,830
Income from continuing operations before inCOMe taxes . ... ...cveiviieei i 52,172 34,447 42,391
ProviSion fOr INCOMIE tAXES - . o oottt ettt et ettt e et ten e naaran e ronsanns 15,950 9,484 14,037
Income from continuing Operations . ............. ..ot 36,222 24,963 28,354
Income from discontinued operations before income taxes .......... ... — — 45,820
Provision fOf iNCOME TAXES . ...+« vttt a e e e e e — — 25,064
Income from discontinued operations . . .. ....... ... ... i i — = 20,756
INEEATICOMIE . . . e ettt e et e e e e e e e e e e $ 36,222 $ 24963 $ 49,110
Earnings per share from continuing operations : .
BaSIC & o ettt et e et e e e e e e $ 08 $ 056 $ 064
DHIIIEA « « e e et e et e e e e e e e e $ 079 $ 055 $ 064
Earnings per share
BaSIC & v vttt e e e e e $ 08 $ 056 $ 11
01 033 I $ 079 $ 055 §$ 110

See notes to consolidated financial statements.
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STERLING BANCSHARES, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY
FOR THE YEARS ENDED DECEMBER 31, 2005, 2004, AND 2003

(In thousands)
Accumulated
Other
Convertible Capital Retained Comprehensive
Preferred Stock Common Stock Surplus Earnings Treasury Stock Income (Loss)  Total
Shares Amount Shares Amount Shares Amount
BALANCE AT JANUARY 1,
2003 ... 59 $ 59 43,983 $43983 $44,633 $156,664 — 5 — $ 3,988 $249,327
Comprehensive income:
Netincome ............... 49,110 49,110

Net change in unrealized

gains and losses on

available-for-sale

securities, net of taxes of

$1,204 ...l (2,238) (2,238)
Less: Reclassification

adjustment for net gains

included in net income, net

of taxes of $317 ......... (588) (588)
Total comprehensive
income .............. 46,284
Issuance of common stock . . . .. 595 595 4,345 4,940
Conversion of preferred stock ..  (39) (39) 64 64 (25) —
Cash dividends paid .......... (7,955) (7,955)
BALANCE AT DECEMBER 31,
2003 ... 20 20 44642 44,642 48953 197,819 — — 1,162 292,596
Comprehensive income:
Netincome ............... 24,963 24,963

Net change in unrealized

gains and losses on

available-for-sale

securities, net of taxes of

$874 .. (1,623) (1,623)
Less: Reclassification

adjustment for net losses

included in net income, net

of taxesof $123 ...... ... 229 229
Total comprehensive
income .............. 23,569
Issuance of common stock . . . .. 406 406 5,569 5,975
Conversion of preferred stock ..  (20) (20) 20 20 —
Cash dividends paid . ......... (8,968) (8,968)
BALANCE AT DECEMBER 31,
2004 ... — — 45,068 45,068 54,522 213,814 — — (232) 313,172
Comprehensive income:
Netincome ............... 36,222 36,222

Net change in unrealized

gains and losses on

available-for-sale

securities, net of taxes of

$3628 .............. .. (6,659) (6,659)
Less: Reclassification

adjustment for net gains

included in net income, net

of taxesof $21 .......... 39) (39)
Total comprehensive
income .............. 29,524
Issuance of common stock . . . .. 390 390 4,235 4,625
Repurchase of common stock .. 125 (1,984) (1,984)
Cash dividends paid .......... (10,865) (10,865)
BALANCE AT DECEMBER 31,

2005 ... $— 45,458 $45.458 $58,757 $239,171 125  $(1,984) $(6,930) $334,472

See notes to consolidated financial statements.
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STERLING BANCSHARES, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS
FOR THE YEARS ENDED DECEMBER 31, 2005, 2004, AND 2003

(In thousands)
2005 2004 2003
CASH FLOWS FROM OPERATING ACTIVITIES:
Income from coOntinuing OPETAtIONS . ... ..o uvt ettt ettt et ee e e e e $ 36,222 $ 24963 § 28,354
Adjustments to reconcile income from continuing operations to net cash provided by operating
activities:
Amortization and accretion of premiums and discounts on securities,net ............... ..., 3,117 6,069 8,807
Provision for Credit IOSSES . . . oo ittt e e 14,371 12,250 17,698
Deferred iNCOME taX EXPENSE . . . ...t vvvvvne ettt aa s aasaasanaa e (1,481) 1,151 522
Net gain on the sale of securities . ........... ... .. i (60) (4,941) (905)
Net loss (gain) on the sale of banking offices .............. .o i — 27 3,517)
Net gainonsale of bank assets . ........... i (259) (195) —
Net loss (gain) on trading assets . ... .......uinnuteee i s (147) 474 (1,103)
Net gainonsale of [0aNs .. ... i it (1,455) (980) (790)
Depreciation and amortization ... ... ...ttt s 7,760 9,206 8,728
Write-downs, less gains on sale of real estate acquired by foreclosure ...................... (10) (58) 651)
Write-downs Of DAnK @SS€LS . . ..t vttt ettt ettt et e —_ 1,388 —
Net decrease (increase) inloans held forsale . ........ ... .. oo i (321) 2,420 675,783
Purchases Of trading SSeLS . .. . ... ouutt ittt i (161,201) (341,948) (493,976)
Proceeds from sale and principal paydowns on trading securities .................. ... 165,374 453,735 465,058
Decrease (increase) in accrued interest receivable and otherassets .. ........... ... ... ... ... 2,519 (20,763) 110,250
Increase (decrease) in accrued interest payable and other liabilities ........................ 1,233 (13,405) 18,251
Net cash provided by operating activities from continuing operations . .............. 65,662 129,393 832,509
CASH FLOWS FROM INVESTING ACTIVITIES:
Proceeds from the maturities or calls of securities and paydowns of held-to-maturity securities ... ... 22,753 9,587 19,580
Proceeds from the sale and calls of available-for-sale securities ........... .. ... ... ... ... ... 60,049 161,834 32,487
Proceeds from maturities and paydowns of available-for-sale securities . . . ...................... 143,582 141,739 193,307
Purchases of available-for-sale SECUrties . . ... ...ttt it (164,853) (300,581) (503,222)
Purchases of held-to-maturity SECUIties . . ... .....utttt i (28,565) (84,975) —
Net increase in loans held for investment . . ... ...t n it ittt aean s (343,218) (206,252) (178,418)
Purchase of bank-owned life iNSUTANCE . ... .. .. ittt i i it — (20,000) (2,010)
Proceeds from sale of real estate acquired by foreclosure ........... ... ... oo 2,269 5,199 6,796
Proceeds from sale of land held forsaleandother .. ........ ... .. i 615 729 —
Proceeds from sale of loans held forinvestment ......... ... ...ttt innreinnenns 52,368 — —
Net decrease (increase) in interest-bearing deposits in financial institutions . ..................... 496 763 (74)
Cash and cash equivalents related to sales of banking offices ................................. — —  (106,652)
Purchase of Prestonwood Bancshares Inc. (net of acquired cash and cash equivalents) ............. 14,397 — —
Purchase of Plaza Bank (net of acquired cash and cash equivalents) .................... ... ... — — (5,212)
Proceeds from sale of premises and equipment .............. ... e 379 731 2,886
Purchase of premises and eqUIPMENt .. ... ...ttt (7,741) (5,512) (5,436)
Net cash used in investing activities from continuing operations ................... (247,469) (296,738) (545,968)
CASH FLOWS FROM FINANCING ACTIVITIES:
Net increase (decrease) in deposit aCCOUNES ... ... ...ttt ittt 276,471 25,598 (171,755)
Net increase (decrease) in short-term borrowings ......... ...t (27,725) 96,415 (194,930)
Repayments of notes payable ... .. ... i — — (21,430)
Issuance of subordinated debt ... ... .. .. ittt e — — 49,944
Proceeds from issuance of common and preferred stock .......... ... .. . oo 4,625 5975 4,940
Repurchase of common StOCK . ... ...t (1,984) — —
Payments of cashdividends .......... ... i (10,865) (8,968) (7,955)
Net cash provided by (used in) financing activities from continuing operations ....... 240,522 119,020 (341,186)
Net increase (decrease) in cash and cash equivalents from continuing operations ..................... 58,715  (48,325) (54,645)
Cash flows (used in) provided by discontinued operations (Revised—See note 19)
Cash flows from operating activities ................ ...t ittt — — (41,951)
Cash flows from investing activities ............. . i — — 101,799
Cash flows from financing activities ...............oiotitintt i —_ — (15,439)
Total net cash provided by discontinued operations .. ......... ... i — — 44,409
Cash and cash equivalents at beginningof year . .......... ... ... . oo 88,439 136,764 147,000
Cash and cash equivalents atend of year .. ........ ..ot $ 147,154 $ 88,439 $ 136,764
Supplemental information:
INCOME LAXES PRI . -+« « v et v ettt e et et et et et e e e e e e e e $ 18,752 $ 29,704 $ 27,443
INEEIESt PAIA . . . .o e et ittt ettt e 51,505 30,316 27,246
Noncash investing and financing activities - ........ ... ... i i
Loan to finance the sale of premises and equipment ............ ..o iiiiiiniiiiins — 419 —
Acquisition of real estate through foreclosure of collateral .................... ... ..., 1,183 4,553 4917

See notes to consolidated financial statements.
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STERLING BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
FOR THE YEARS ENDED DECEMBER 31, 2005, 2004 AND 2003

ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING AND REPORTING
POLICIES

Organization—Sterling Bancshares, Inc. (“Sterling Bancshares” and together with its subsidiaries, the
“Company”), headquartered in Houston, Texas, is a bank holding company that has served the banking
needs of small- to mid-sized businesses for over 31 years. The Company provides commercial and
consumer banking services in the greater metropolitan areas of Houston, Dallas and San Antonio, Texas
through the forty community banking offices of Sterling Bank, a banking association chartered under the
laws of the State of Texas (the “Bank™).

On September 30, 2003, the Company sold its 80% interest in Sterling Capital Mortgage Company
(“SCMC”). SCMC provided mortgage-banking services to consumers through 110 production offices in
Texas and fifteen other states.

Summary of Significant Accounting and Reporting Policies—The accounting and reporting policies of the
Company conform to accounting principles generally accepted in the United States of America and the
prevailing practices within the banking industry. A summary of significant accounting policies follows:

Basis of Presentation—The consolidated financial statements include the accounts of Sterling Bancshares
and its subsidiaries except for those subsidiaries where it has been determined that the Company is not the
primary beneficiary. All significant intercompany transactions have been eliminated in consolidation. On
January 1, 2004, the Company adopted FIN 46R, Consolidation of Variable Interest Entities. Upon
adoption, the trusts that previously issued the outstanding company-obligated mandatorily redeemable trust
preferred securities were deconsolidated from the Company’s Consolidated Financial Statements. The
Consolidated Financial Statements have been restated to reflect the adoption of FIN 46R. Additionally,
these consolidated financial statements present the operations and net gain on sale of SCMC as discontinued
operations for all periods presented. SCMC’s operations were reported previously as the Company’s
mortgage-banking segment.

Use of Estimates—The preparation of financial statements requires management to make estimates and
assumptions that affect the reported amounts in the financial statements. Actual results could differ from
those estimates. Material estimates that are particularly susceptible to significant change in the near term
relate to the determination of the allowance for credit losses, the valuation of foreclosed real estate, deferred
tax assets, goodwill and other intangibles and trading activities.

Trading Assets—Securities classified as trading assets are bought with the anticipation of sale in the near
term and are carried at fair market value. Generally, these assets are held up to 120 days. These securities
consist primarily of the government-guaranteed portion of SBA loans.

Securities—Securities classified as held-to-maturity are carried at cost, adjusted for the amortization of
premiums and the accretion of discounts. Management has the positive intent and the Company has the
ability to hold these assets until their maturities. Under certain circumstances (including the deterioration of
the issuer’s creditworthiness or a change in tax law or statutory or regulatory requirements), these securities
may be sold or transferred to another portfolio.
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STERLING BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
FOR THE YEARS ENDED DECEMBER 31, 2005, 2004 AND 2003

Securities classified as available-for-sale are carried at fair value. Unrealized gains and losses are excluded
from earnings and reported, net of tax, as accumulated comprehensive income or loss until realized.
Declines in the fair value of individual securities below their cost that are determined to be other-than-
temporary would result in writedowns, as a realized loss, of the individual securities to their fair value. In
evaluating other-than-temporary impairment losses, management considers several factors including the
severity and the duration of time that the fair value has been less than cost, the credit quality of the issuer,
and the intent and ability of the Company to hold the security until recovery of the fair value. Securities
within the available-for-sale portfolio may be used as part of the Company’s asset and liability management
strategy and may be sold in response to changes in interest rate risk, prepayment risk or other factors.

Premiums and discounts are amortized and accreted to operations using the level-yield method of
accounting, adjusted for prepayments as applicable. The specific identification method of accounting is used
to compute gains or losses on the sales of securities. Interest earned on these assets is included in interest
income.

Loans Held for Sale—Loans held for sale are carried at the lower of aggregate cost or market value.
Premiums, discounts and loan fees (net of certain direct loan origination costs) on loans held for sale are
deferred until the related loans are sold or repaid. Gains or losses on loan sales are recognized at the time of
sale and determined using the specific identification method.

Loans Held for Investment—Loans held for investment are stated at the principal amount outstanding, net
of unearned discount and net deferred loan fees or costs. Unearned discount relates principally to consumer
installment loans. Interest income for loans is recognized principally by the simple interest method.

The Company provides equipment financing to its customers through a variety of lease arrangements. Direct
financing leases are included in loans held for investment and carried at the aggregate of lease payments
receivable plus estimated residual value of the leased property, less unearned income.

A loan is defined as impaired when based on current information and events, it is probable that a creditor
will be unable to collect all amounts due, both interest and principal, according to the contractual terms of
the loan agreement. The allowance for loan losses related to impaired loans is determined based on the
difference between the carrying value of impaired loan and its fair value. The fair value is determined based
on the present value of expected cash flows discounted at the loan’s effective interest rate or, as a practical
expedient, the loan’s observable market price or the fair value of the collateral if the loan is collateral
dependent. Interest payments on impaired loans are typically applied to principal unless collectibility of the
principal amount is reasonably assured, in which case interest is recognized.

Nonperforming Loans and Past-Due Loans—Nonperforming loans are loans which have been categorized
by management as nonaccrual because collection of interest is doubtful and loans which have been
restructured to provide a reduction in the interest rate or a deferral of interest or principal payments because
of a borrower’s financial difficulty.

When the payment of principal or interest on a loan is delinquent for 90 days, or earlier in some cases, the
loan is placed on nonaccrual status and classified as impaired unless the loan is in the process of collection
and the underlying collateral fully supports the carrying value of the loan. If the decision is made to
continue accruing interest on the loan, periodic reviews are made to evaluate the appropriateness of its
accruing status. When a loan is placed on nonaccrual status, all accrued but unpaid interest is charged to

F-8




STERLING BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
FOR THE YEARS ENDED DECEMBER 31, 2005, 2004 AND 2003

operations. Generally, any payments received on nonaccrual loans are applied first to outstanding loan
amounts and next to the recovery of charged-off loan amounts. Any excess is treated as a recovery of lost
interest.

Restructured loans are those loans for which concessions in terms have been granted because of a
borrower’s financial difficulty. Interest is generally accrued on such loans in accordance with the new terms.

Allowance for Credit Losses—The allowance for credit losses is a valuation allowance for losses incurred
on loans and binding loan commitments. The reserve for losses on unfunded loan commitments is included
in other liabilities. All losses are charged to the allowance when the loss actually occurs or when a
determination is made that a loss is probable. Recoveries are credited to the allowance at the time of
recovery.

Throughout the year, management estimates the probable level of losses to determine whether the allowance
for credit losses is adequate to absorb losses in the existing portfolio. Based on these estimates, an amount is
charged to the provision for credit losses and credited to the allowance for credit losses in order to adjust the
allowance to a level determined to be adequate to absorb losses.

Management’s judgment as to the level of probable losses on existing loans involves the consideration of
current and anticipated economic conditions and their potential effects on specific borrowers; an evaluation
of the existing relationships among loans, potential credit losses and the present level of the allowance;
results of examinations of the loan portfolio by regulatory agencies; and management’s internal review of
the loan portfolio. In determining the collectibility of certain loans, management also considers the fair
value of any underlying collateral. The amount ultimately realized may differ from the carrying value of
these assets because of economic, operating or other conditions beyond the Company’s control.

Estimates of credit losses involve an exercise of judgment. While it is reasonably possible that in the near
term the Company may sustain losses which are substantial relative to the allowance for credit losses, it is
the judgment of management that the allowance for credit losses reflected in the consolidated balance sheets
is adequate to absorb probable losses that exist in the current loan portfolio.

Premises and Equipment—Land is carried at cost. Premises and equipment are carried at cost, less
accumulated depreciation and amortization. Depreciation expense is computed primarily using the straight-
line method over the estimated useful lives (ranging from three to forty years) of the assets. Leasehold
improvements are amortized using the straight-line method over the periods of the leases or the estimated
useful lives, whichever is shorter.

The Company evaluates for impairment its long-lived assets to be held and used, and long-lived assets to be
disposed of, whenever events or changes in circumstances indicate that the carrying amount of an asset may
not be recoverable. Impairment is determined using the undiscounted operating cash flows estimated over
the remaining useful life of the related long-lived asset and the eventual disposal. In the event of
impairment, the asset is written down to its fair market value. Assets to be disposed of are recorded at the
lower of net book value or fair market value less cost to sell and are classified as assets held for sale on the
consolidated balance sheet at the date management commits to a plan of disposal.

Goodwill and Other Intangibles—Intangible assets consist primarily of core deposits and customer
relationships. Intangible assets with definite useful lives are amortized on an accelerated basis over their
estimated life. Management performs an annual evaluation of whether any impairment of the goodwill and
other intangibles has occurred; if any such impairment is determined, a writedown is recorded.
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STERLING BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
FOR THE YEARS ENDED DECEMBER 31, 2005, 2004 AND 2003

Real Estate Acquired by Foreclosure—The Company records real estate acquired by foreclosure at fair
value less estimated costs to sell. Adjustments are made to reflect declines in value subsequent to
acquisition, if any, below the recorded amounts. Required developmental costs associated with foreclosed
property under construction are capitalized and considered in determining the fair value of the property.
Operating expenses of such properties, net of related income, and gains and losses on their disposition are
included in noninterest expense.

Income Taxes—Sterling Bancshares files a consolidated federal income tax return with its subsidiaries.
Each computes income taxes as if it filed a separate return and remits to, or is reimbursed by Sterling
Bancshares based on the portion of taxes currently due or refundable.

Deferred income taxes are accounted for by applying statutory tax rates in effect at the balance sheet date to
differences between the book basis and the tax basis of assets and liabilities. The resulting deferred tax
assets and liabilities are adjusted to reflect changes in enacted tax laws or rates. The Company has
established, and periodically reviews and re-evaluates, an estimated contingent tax liability on its
consolidated balance sheet to provide for the possibility of adverse outcomes in tax matters.

Realization of net deferred tax assets is dependent on generating sufficient future taxable income. Although
realization is not assured, management believes it is more likely than not that all of the net deferred tax
assets will be realized.

Stock-based Compensation—The Company accounts for stock-based employee compensation plans using
the intrinsic value-based method of accounting, as permitted, and discloses pro forma information assuming
the fair value-based method as prescribed by accounting principles. Because the exercise price of the
Company’s employee stock options equals the market price of the underlying stock on the date of grant, no
compensation expense is recognized on options granted. Compensation expense for restricted stock awards
is based on the market price of the stock on the date of grant and is recognized ratably over the vesting
period of the award.

If compensation cost for the Company’s stock-based compensation plans had been determined based on the
fair value method at the grant dates for awards, there would have been no material impact on the Company’s
reported net income or earnings per share. Pro forma information regarding net income and earnings per
share is required under accounting principles and has been determined as if the Company accounted for its
employee stock option plans under the fair value method. The fair value of options was estimated using a
Black-Scholes option pricing model. Option valuation models require use of highly subjective assumptions.
Also, employee stock options have characteristics that are significantly different from those of traded
options, including vesting provisions and trading limitations that impact their liquidity. Because employee
stock options have differing characteristics and changes in the subjective input assumptions can materially
affect the fair value estimate, the Black-Scholes valuation model does not necessarily provide a reliable
measure of the fair value of employee stock options. The following table shows information related to
stock-based compensation in both the reported and pro forma earnings per share amounts (dollars in
thousands except for per share amounts):
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STERLING BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
FOR THE YEARS ENDED DECEMBER 31, 2005, 2004 AND 2003

2005 2004 2003
Netincome, asreported ................cuuuuueeinsn i, $36,222 $24,963 $49,110
Add: Stock-based employee compensation expense included in reported net
income, net of related taxes ............................ S 457 546 177
Less: total stock-based employee compensation expense determined under
fair value based method, net of related taxes ........................ (952) (1,203) (1,197)
Proformanetincome .......... ... ... oo $35,727 $24,306 $48,090
Earnings per share:
Basic—asreported ......... ... ... ... $ 080 $ 056 $ 1.11
Basic—proforma .............. .. ... $ 079 $ 054 $ 1.09
Diluted—asreported ............ ... 0, $ 079 $ 055 $ 1.10
Diluted—proforma ............... ... . ... ... ... . . ... ..., $ 078 $ 054 $ 1.08

The Company adopted the provisions of SFAS No. 123R, “Share-Based Payment (Revised 2004),” on
January 1, 2006. Among other things, SFAS 123R eliminates the ability to account for stock-based
compensation using the intrinsic value-based method of accounting and requires that such transactions be
recognized as compensation cost in the income statement based on their fair values on the date of the grant.
See Recent Accounting Standards below.

Profit Sharing Plan—The Company has a profit sharing plan that covers substantially all employees.
Contributions to the plan are accrued and paid only when the bank achieves a minimum 12% return on
average equity. ‘

Statements of Cash Flows—Cash and cash equivalents include cash, due from banks and federal funds sold.
Generally, federal funds are invested for one-day periods. )

Earnings Per Share—Earnings per share (“EPS”) are presented under two formats: basic EPS and diluted
EPS. Basic EPS is computed by dividing net income (after deducting dividends on preferred stock) by the
weighted average number of shares outstanding during the year excluding non-vested stock. Diluted EPS is
computed by dividing net income by the weighted average number of shares outstanding and non-vested
stock adjusted for the incremental shares issuable upon conversion of preferred stock and issuable upon
exercise of outstanding stock options. :

Comprehensive Income—Comprehensive income includes all changes in equity during the period presented
that result from transactions and other economic events other than transactions with shareholders. The
Company reports comprehensive income in the consolidated statements of shareholders’ equity.

Reclassifications—Certain reclassifications have been made to prior year amounts to conform to current
year presentation. All reclassifications have been applied consistently for the periods presented. During the
fourth quarter of 2005, the Company elected to reclassify loan origination fees previously included in net
interest income and an offsetting amount of direct origination costs that had been included in salaries and
employee benefits. These reclassifications had no impact on net income or equity in any of the reported
periods.

Recent Accounting Standards—In November 2005, the Financial Accounting Standards Board (“FASB”)
issued FASB Staff Position FAS 115-1 and FAS 124-1 (“FSP 115-1 and FSP 124-17), The Meaning of
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STERLING BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
FOR THE YEARS ENDED DECEMBER 31, 2005, 2004 AND 2003

Other-Than-Temporary Impairment and Its Application to Certain Investments. This FSP addresses the
determination as to whether an investment is considered impaired, whether that impairment is other than
temporary, and the measurement of an impairment loss. This FSP also includes accounting considerations
subsequent to the recognition of an other-than-temporary impairment and requires certain disclosures about
unrealized losses that have not been recognized as other-than-temporary impairments. The guidance in this
FSP amends FASB Statements No. 115, Accounting for Certain Investments in Debt and Equity Securities,
and No. 124, Accounting for Certain Investments Held by Not-for-Profit Organizations, and APB Opinion
No. 18, The Equity Method of Accounting for Investments in Common Stock. This FSP became effective for
impairment analyses conducted in periods beginning after December 15, 2005.

SFAS No. 123R, Share-Based Payment (Revised 2004) establishes standards for accounting for transactions
in which an enterprise receives employee services in exchange for (a) equity instruments of the enterprise or
(b) liabilities that are based on the fair value of the enterprise’s equity instruments or that may be settled by
the issuance of such equity instruments. SFAS 123R eliminates the ability to account for stock-based
compensation using the intrinsic value-based method of accounting, and requires that such transactions be
recognized as compensation cost in the income statement based on their fair values on the date of the grant.
SFAS 123R applies to new awards and to awards modified, repurchased, or cancelled after January 1, 2006.
The Company plans to transition to fair value based accounting for stock-based compensation using a
modified prospective application. Additionally, compensation cost for the portion of awards for which the
requisite service has not been rendered (generally referring to non-vested awards) that are outstanding as of
January 1, 2006 must be recognized as the remaining requisite service is rendered after the adoption of
SFAS 123R. The attribution of compensation cost for those earlier awards will be based on the same method
and on the same grant-date fair values previously determined for the Company’s pro forma disclosures. The
Company expects to recognize additional pre-tax compensation cost of approximately $600 thousand in
2006 as a result of the adoption of SFAS 123R. Compensation costs may differ from these estimates due to
future award grants, modifications or cancellations.

In March 2005, the SEC issued Staff Accounting Bulletin No. 107 (“SAB 107”). SAB 107 expresses the
views of the SEC staff regarding the interaction between SFAS 123R and the SEC rules and regulations.
Additionally, SAB 107 provides the staff’s views on certain SFAS 123R issues including assumptions such
as expected volatility and expected term used in the valuation of share-based arrangements by public
companies, share-based payment transactions with nonemployees, the accounting for income tax effects of
share-based payment arrangements and disclosures in Management’s Discussion and Analysis.

In May 2005, the FASB issued Statement of Accounting Standards No. 154 (“SFAS 154”) Accounting
Changes and Error Corrections. This statement provides guidance on the accounting for and reporting of
accounting changes and error corrections. It establishes, unless impracticable, retrospective application as
the required method for reporting a change in accounting principle in the absence of explicit transition
requirements specific to the newly adopted accounting principle. The adoption of SFAS 154 did not have a
material impact on the Company’s Consolidated Financial Statements.

ACQUISITIONS AND DIVESTITURES

Acquisitions. On September 30, 2005, the Company acquired Dallas, Texas-based Prestonwood Bancshares,
Inc. (“Prestonwood™), and its subsidiary bank, The Oaks Bank & Trust Company (“The Oaks Bank™), in a
cash merger. The Oaks Bank operated five banking offices in Dallas and doubled the Company’s size in
both assets and locations in the Dallas area. One acquired office was consolidated into an existing Sterling
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STERLING BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
FOR THE YEARS ENDED DECEMBER 31, 2005, 2004 AND 2003

Bank location. The Company paid $34.4 million plus transaction costs for all of Prestonwood’s issued and
outstanding shares of common stock, of which $500 thousand was deposited into an escrow account to
secure payment of certain obligations related to an insurance agency subsidiary. This acquisition was
accounted for using the purchase method of accounting in which the excess of the purchase price over the
estimated fair value of the net assets was recorded as goodwill, none of which is expected to be deductible
for tax purposes. The results of operations for this acquisition have been included in the Company’s
financial results beginning in the fourth quarter of 2005.

The following table summarizes the estimated fair value of the assets acquired and liabilities assumed at the
date of acquisition (dollars in thousands).

Cashandcashequivalents ........... ... ... .. ... ... ... .. $ 49,035
Available-for-sale securities . ................ueuea 3,029
Loans held forinvestment . . ......... ... ... . .00 75,662
Allowance forloanlosses .............. .. ..ot (761)
Premises and equipment, Net . .............. ..o 990
Accrued interest receivable ... ... ... .. .. 351
Core deposit intangibles, net . .. ........... i 2,233
Goodwill ... 22,546
Other assets . ..o vvve ettt 577
Total assets acquired . ...... ... ... ... .. 153,662
DEPOSIES . . v vttt (117,705)
Accrued interest payable and other liabilities . . .......................... (1,319)
Total liabilities assumed . ............... 00, (119,024)
Netassetsacquired ...............oiiiiiiiniiiiiann ... $ 34,638

Core deposit intangibles are amortized using an economic life method based on deposit attrition projections.
As a result, amortization will decline over time with most of the amortization occurred during the initial
years. The weighted average amortization period for core deposit intangibles is approximately 4 years.

On October 31, 2003, the Company acquired South Texas Capital Group, Inc. of San Antonio and its
subsidiary bank, Plaza Bank for $16.0 million in cash and 125 thousand shares of Sterling Bancshares’
common stock. Plaza Bank operated three banking offices in San Antonio having $83 million of total assets
at the date of acquisition, expanding the Company’s Texas presence into San Antonio. This acquisition was
accounted for using the purchase method of accounting in which the excess of the purchase price over the
estimated fair value of the net assets was recorded as goodwill, none of which is expected to be deductible
for tax purposes. Goodwill of $12.6 million and core deposit intangibles of $695 thousand were recorded in
this acquisition. The weighted average amortization period for core deposit intangibles is approximately

4 years. The results of operations for this acquisition have been included in the Company’s financial results
beginning in November of 2003.

Divestiture of SCMC. On September 30, 2003, the Company sold its 80% interest in SCMC to RBC
Mortgage Company, an indirect subsidiary of the Royal Bank of Canada. The sales price for SCMC was
$102 million resulting in a pre-tax gain of $47.8 million. The pre-tax gain was determined after subtracting
$6.2 million of goodwill allocated to SCMC. In the sale of SCMC, the Company made certain
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representations, warranties and indemnifications having terms of up to six years. The Company retained $2
million from the sales proceeds otherwise available for distribution for possible future claims related
thereto, and will continue to hold such funds for four years. Approximately $1.9 million of this amount
remains at December 31, 2005. In a separate transaction, SCMC’s mortgage servicing portfolio was sold to
other parties. A pre-tax loss of $1.6 million was recorded on the sale of the mortgage servicing portfolio.
SCMC’s operations were reported previously as the Company’s mortgage-banking segment; which is now
reported together with the net gain on sale as discontinued operations.

The strategic divestiture of SCMC was made to better position the Company to serve small- and mid-sized
businesses. Net proceeds of the sale were used to support the Company’s ongoing internal growth and to
make strategic acquisitions.

Divestitures of Banking Offices. On September 16, 2004, the Company closed one of its banking offices
and merged the operations into another location. The Company retained substantially all of the loans and
deposits associated with this location. The bank building and related fixtures were sold for a pre-tax loss of
$27 thousand.

During 2003, the Company sold four of its banking offices in three separate transactions resulting in a net
pre-tax gain of $3.5 million. At the sales date, these banking offices had approximately $34.0 million in
loans and $150.9 million of deposits that were included in the sales transactions. The net gain was
determined based on the Company’s recorded investment in these offices including allocated goodwill and
intangibles. These banking offices, located in rural areas, were sold because their operations and growth
potential did not align with the Company’s business banking strategy. These offices were acquired
originally as part of previous acquisitions.
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SECURITIES

The amortized cost and fair value of securities are as follows (in thousands):

December 31, 2005
Gross Gross
Amortized Unrealized Unrealized
Cost Gains Losses Fair Value
Available-for-Sale
Obligations of the U.S. Treasury and and other U.S.

ZOVErnNMent agenCies ... ...........ovuuueenennnn... $ 10,031 $ — $ (107) $ 9,924
Obligations of states of the U.S. and political subdivisions . . 3,303 27 %) 3,326
Mortgage-backed securities and collateralized mortgage

obligations ........... .o 476,541 286 (10,099) 466,728
Other Securities ............ccooiiiiieniannnnnnnn.. 16,732 — (765) 15,967
Total ... $506,607 $ 313  $(10,975) $495,945

Held-to-Maturity
Obligations of states of the U.S. and political subdivisions .. $ 58288 $ 649 $ (562) $ 58,375
Mortgage-backed securities and collateralized mortgage

obligations ............. ... . ... .., 64,765 9 (1,134) 63,640

Total ... $123,053 $ 658 $ (1,696) $122,015

December 31, 2004

Gross Gross
Amortized Unrealized Unrealized
Cost Gains Losses Fair Value
Available-for-Sale
Obligations of the U.S. Treasury and and other U.S.

OVEIMMENt AZENCIES . .. .. .oviv e, $ 8254 §$ — $§ (60) $ 8,194
Obligations of states of the U.S. and political subdivisions . . 4,035 99 ¢)) 4,133
Mortgage-backed securities and collateralized mortgage

obligations . .............. ...ttt 516,865 2,112 (2,652) 516,325
Othersecurities ................c0 v, 11,908 354 (210) 12,052
Total ........ . . $541,062  $2,565 $ (2,923) $540,704

Held-to-Maturity
Obligations of states of the U.S. and political subdivisions .. $ 61,956 $1,928 § (71) $ 63,813
Mortgage-backed securities and collateralized mortgage

obligations ........... .. ... ... . . ., 55,458 57 (306) 55,209

Total ... . $117,414 $1985 $ (377) $119,022

The contractual maturities of securities at December 31, 2005 are shown below. Expected maturities will
differ from contractual maturities because borrowers may have the right to call or prepay obligations with or
without call or prepayment penalties. Dollar amounts are shown in thousands.
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Available-for-Sale Held-to-Maturity
Amortized Amortized

Cost Fair Value Cost Fair Value
Dueinoneyear orless ...............coveuuuunnne... $ 4761 $ 4746 $ 5236 $ 5,264
Due after one year through fiveyears ................... 7,430 7,347 27,854 28,235
Due after five years throughtenyears .................. 1,143 1,157 25,198 24,876
Mortgage-backed securities and collateralized mortgage '

obligations .............. i i 476,541 466,728 64,765 63,640

Other SECUIteS . ... vr ettt i ittt 16,732 15,967 — —
Total . e e $506,607 $495,945 $123,053 $122,015

The following table summarizes the proceeds received and gross realized gains and losses on the sales of the
available-for-sale securities (dollars in thousands):

December 31,
2005 2004 2003
Proceeds fromsalesandcalls ...................... $60,049 $161,834  $32,487
Grossrealizedgains ...............c.ovviiiia, 206 5,860 907
Grossrealized 10sSeS ... ..ot e (146) 919) )

During 2004, the Company sold $75.6 million of certain interest-only securities held in its available-for-sale
portfolio in two separate securitization transactions. The Company received proceeds of $83.9 million and
recognized net after-tax securitization gains totaling $3.4 million for these transactions. The Company did
not retain any interests in these securities and neither the investors in the securitization trusts nor the trusts
have any recourse other than for a breach of customary representations as to ownership and origination, but
not for credit loss or default.

Securities with unrealized losses segregated by length of impairment, were as follows (dollars in thousands):

Less than 12 Months More than 12 Months
Gross Gross
Amortized Unrealized Fair Amortized Unrealized Fair
Cost Losses Value Cost Losses Value
Available-for-Sale
Obligations of the U.S. Treasury and other
U.S. government agencies ............ $ 7,499 $ (63) $ 7436 $ 2532 $ (44) $ 2488
Obligations of states of the U.S. and
political subdivisions ................ 1,122 4) 1,118 20 — 20
Mortgage-backed securities and
collateralized mortgage obligations . .... 176,182 (2,359) 173,823 271,957 (7,740) 264,217
Other securities . ...............coun... 8,479 (404) 8,075 8,253 (361) 7,892
Total ..o e e $193,282 $(2,830) $190,452 $282,762 $(8,145)  $274,617
Held-to-Maturity
Obligations of states of the U.S. and
political subdivisions ................ 20,698 (328) 20,370 6,474 (234) 6,240
Mortgage-backed securities and
collateralized mortgage obligations . . ... 35,511 4395) 35,076 28,157 (699) 27,458
Total ... e $ 56,209 $ (763) $ 55446 $ 34,631 $ (933) $ 33,698
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Declines in the fair value of individual securities below their cost that are other-than-temporary would result
in writedowns, as a realized loss, of the individual securities to their fair value. In evaluating other-than-
temporary impairment losses, management considers several factors including the severity and the duration
that the fair value has been less than cost, the credit quality of the issuer, and the intent and ability of the
Company to hold the security until recovery of the fair value. At December 31, 2005, there were
approximately 83 securities in an unrealized loss position for more than 12 months. Management believes
that the unrealized losses on the Company’s securities portfolio were caused primarily by interest rate
increases. Because the decline in market value is attributable to changes in interest rates and not credit
quality, and because the Company has the ability and intent to hold those investments until a recovery of
fair value, which may be maturity, the Company does not consider those investments to be other-than-
temporarily impaired at December 31, 2005.

The Company does not own any securities of any one issuer (other than the U.S. government and its
agencies) of which aggregate adjusted cost exceeds 10% of the consolidated shareholders’ equity at
December 31, 2005.

Securities with carrying values totaling $292.6 million and fair values totaling $287.8 million at
December 31, 2005 were pledged to secure public deposits.

LOANS

The loan portfolio is classified by major type as follows (in thousands):

December 31,
2005 2004
Loans held for sale
Commercial and industrial ......................... $ 1,242  § 1,433
Real estate:
Commercial ............ ... . . ... 4,735 3,746
Construction . ............ ...t 2,377 1,702
Total loans held forsale ....................... 8,354 6,881
Loans held for investment
Domestic
Commercial and industrial ..................... 738,061 682,209
Real estate:
Commercial ............................. 1,221,610 1,043,960
Construction .................ccouuni... 438,454 329,982
Residential mortgage ...................... 190,701 183,839
Consumer/other .. .......... .. ... i, 72,937 72,997
Foreign
Commercial and industrial ..................... 26,080 21,785
Otherloans ............... i, 3,165 3,324
Total loans held forinvestment . ................. 2,691,008 2,338,096
Totalloans . ............. ..., $2,699,362  $2,344,977
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Loan maturities and rate sensitivity of the loans held for investment excluding residential mortgage and
consumer loans, at December 31, 2005 are as follows (in thousands):

Due After
Due in One Year
One Year Through Due After
or Less Five Years Five Years Total
Commercial and industrial ........................ $ 592,229 $134,771 $ 11,061 $ 738,061
Real estate—commercial ............ ... ... ... 738,969 373,387 109,254 1,221,610
Real estate—construction . ..........o.eevneennnnnn 371,970 52,663 13,821 438,454
Foreignloans .............. ... oo, 8,177 21,068 —_ 29,245
TOtal ..ttt e e $1,711,345 $581,889 $134,136 $2,427,370
Loans with a fixed interestrate . .................... $ 132,388 $509,707 $114,162 $ 756,257
Loans with a floating interestrate . .................. 1,578,957 72,182 19,974 1,671,113
TOtal ot e e $1,711,345 $581,889 $134,136 $2,427,370

The loan portfolio consists of various types of loans made principally to borrowers located in the Houston,
Dallas and San Antonio metropolitan areas. As of December 31, 2005, there was no concentration of loans
to any one type of industry exceeding 10% of total loans nor were there any loans classified as highly
leveraged transactions.

As of December 31, 2005 and December 31, 2004, loans from Sterling Bank outstanding to directors,
officers and their affiliates were $9.0 million and $15.3 million, respectively. In the opinion of management,
all transactions entered into between Sterling Bank and such related parties have been and are, in the
ordinary course of business, made on the same terms and conditions as similar transactions with unaffiliated
persons. For the years ended 2005 and 2004, total principal additions were $15 thousand and $6.3 million
while principal payments were $1.7 million and $3.0 million, respectively. Insider loans were reduced by
$4.6 million related to a director no longer serving on the Company’s board.

The recorded investment in impaired loans was $22.4 million and $21.8 million, at December 31, 2005 and
2004, respectively. Such impaired loans required an allowance for loan losses of $4.2 million and $6.7
million, respectively. The average recorded investment in impaired loans for the year ended December 31,
2005 and 2004 was $23.0 million and $19.4 million, respectively. Interest income on impaired loans of $57
thousand and $157 thousand were recognized for cash payments received for the year ended December 31,
2005 and 2004, respectively.

Included in impaired loans are nonperforming loans of $21.8 million and $20.6 million at December 31,
2005 and December 31, 2004, respectively, which have been categorized by management as nonaccrual.
Interest foregone on nonaccrual loans during year 2005 and 2004 was approximately $1.4 million and $1.1
million, respectively. The Company did not have any restructured loans as of December 31, 2005 or
December 31, 2004.

When management doubts a borrower’s ability to meet payment obligations, typically when principal or
interest payment are more than 90 days past due, the loans are placed on nonaccrual status. Loans 90 days or
more past due, not on nonaccrual were $162 thousand and $2.4 million at December 31, 2005 and
December 31, 2004, respectively.
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ALLOWANCE FOR CREDIT LOSSES

An analysis of activity in the allowance for credit losses is as follows (in thousands):

Year Ended December 31,
2005 2004 2003
Allowance for loan losses at beginning of year ........................ $29,406 $30,722 $27,248
Loanschargedoff ............. ... ... . . .. 15,713 15,216 16,673
Loan recoveries ...........uuiiiin i (2,752) (2,476) (1,947)
Netloanschargedoff ............. ... .. ... ... ... ..... 12961 12,740 14,726
Allowance for loan losses associated with acquired institutions . ... ... 761 — 855
Allowance for loan losses associated with divested offices ... ........ — — (353)
Provision forloan 1osses ...............c.couuiiiiniin. 14,024 11,424 17,698
Allowance for loan losses atend of the period ........................ 31,230 29,406 30,722
Reserve for losses on unfunded lending commitments at beginning of
Period . .. 826 — —
Provision for losses on unfunded lending commitments ................. 347 826 —
Reserve for losses on unfunded lending commitments at end of period . . . .. 1,173 826 —
Total allowance for credit 10SSe€s .. ...t $32,403 $30,232 $30,722

In the second quarter of 2005, the reserve for losses on unfunded commitments was reclassed from the
allowance for loan losses to other liabilities. Previously reported amounts and related ratios were changed
for this reclassification.
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PREMISES AND EQUIPMENT

Premises and equipment are summarized as follows (in thousands).

December 31,

2005 2004
Land ..ot e e $ 10,832 $ 10,627
Buildings and improvements ...............oiiiiiiiiiiiraiieen, 41,704 40,326
Furniture, fixtures and equipment .............c...oiiiiiiiiiiineen, 44,936 41,733

97,472 92,686
Less accumulated depreciation and amortization . ....................... (56,065)  (52,515)
TOtal .ot ettt e $ 41,407 $ 40,171

Depreciation and amortization of premises and equipment totaled $7.2 million in 2005, $8.7 million in 2004
and $8.3 miilion in 2003.

During 2004, the Company recorded impairment charges of $1.4 million for a bank office building, and two
tracts of unused land which the Company intends to sell. At December 31, 2004, the bank office building is

included in premises and equipment since the Company does not expect the office building to be sold within
one year. During 2004, the Company reclassified $3.0 million of unused land to held for sale. One tract was

subsequently sold. The remaining tract continues to be marketed for sale.

GOODWILL AND OTHER INTANGIBLES

The changes in the carrying amount of goodwill by reporting unit for the years ended December 31, 2005
and 2004 are as follows (in thousands):

Houston San Antonio Dallas Total
Balance, January 1,2004 . ......... .. ... ... ... $29,613 $27,658 $ 5,662 $62,933
Plaza Bank goodwill adjustments ............ — (453) — (453)
Balance, December 31,2004 . .. ................. 29,613 27,205 5,662 62,480
Prestonwood Bancshares acquisition ......... — — 22,546 22,546
Balance, December 31,2005 ................ . ... $29,613 $27,205 $28,208  $85,026

The changes in the carrying amounts of the core deposit intangibles for the years ended December 31, 2005
and 2004 are as follows (in thousands):

Core Deposit

Intangibles
Balance, January 1,2004 .. ... ... e $2,326

AMOTtiZation EXPENSE . ... ..ot irrn vt errnreannreeeasseensnn (487)
Balance, December 31,2004 . . ... ..ot 1,839

AmOTtiZation EXPEMSE . ... .. vvvvrttintntiaa i (521)
Prestonwood Bancshares acquisition ................ ... o0 2,233
Balance, December 31,2005 . .. oottt e $3,551
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Core deposit intangibles are amortized on an accelerated basis over their estimated lives of 10 years. The
projected amortization for core deposit intangibles as of December 31, 2005 is as follows (in thousands):

Total
2000 .. $ 753
2007 627
2008 525
2000 . 443
2000 L 376
Thereafter . ... 827
Total ... $3,551

DEPOSITS

Included in certificates and other time deposits are individual amounts of $100,000 or more including
brokered certificate of deposits. The remaining maturities of these deposits are summarized as of
December 31, 2005 as follows (in thousands);

Three months orless . ...ttt e $219,128
Over three through sixmonths . ......... ... ... ... ... ... ... ... 109,401
Over six through twelvemonths ...................................... 152,412
Thereafter .. ... ... 73,466
Total ..o e, $554,407

Interest expense for certificates of deposit in excess of $100,000 was approximately $14.6 million, $9.1
million, and $9.8 million for the years ended December 31, 2005, 2004 and 2003, respectively.

At December 31, 2005, the Bank had $86.7 million in brokered certificates of deposits that were in excess of
$100,000, of which $85.6 million will mature in 2006. The remaining balance of $1.1 million will mature
over the next four years.

There are no major concentrations of deposits.

SHORT-TERM BORROWINGS
Short-term borrowings are summarized as follows (in thousands):
December 31,
2005 2004
Federa! Home Loan Bank advances ..................cc.co... .. $370,000 $418,000
Federal fundspurchased .............. ... ... ... ... ......... 22,850 2,575
Total .. $392,850  $420,575

The Company has an available line of credit with the Federal Home Loan Bank (FHLB) of Dallas, which
allows the Company to borrow on a collateralized basis. At December 31, 2005, borrowings under this line
of credit totaled $370.0 million and had maturities from three days to two weeks. The average interest rate
on these borrowings was 3.98% at December 31, 2005. These borrowings are collateralized by single family
residential mortgage loans, certain pledged securities, FHLB stock owned by the Company and any funds on
deposit with the FHLB. The Company utilizes these borrowings to meet liquidity needs. Maturing advances
are replaced with either additional borrowings or through increased customer deposits.
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The Bank has available lines for federal funds purchased at correspondent banks. As of December 31, 2005,
federal funds outstanding with a correspondent bank were $22.9 million, of which $20.0 million will mature
in January 2006 while the remaining balance of $2.9 million is payable upon demand.

The Company has a revolving line of credit of $20.0 million with Wells Fargo Bank. This line of credit
matures on September 29, 2006, bears interest at 1.65% above the federal funds borrowing rate or LIBOR-
based rate and is subject to certain covenants. There were no borrowings outstanding on this line of credit at
December 31, 2005 and 2004.

SUBORDINATED DEBT

During April 2003, the Bank raised approximately $50 million through a private offering of subordinated
unsecured notes. These subordinated notes bear interest at a fixed rate of 7.375% and mature on April 15,
2013. Interest payments are due semi-annually. The subordinated notes may not be redeemed or called prior
to their maturity. Debt issuance costs of approximately $1.0 million are being amortized over the ten-year
term of the notes on a straight-line basis.

In June 2003, the Bank entered into an interest rate swap agreement with a notional amount of $50.0 million
in which the Bank swapped the fixed rate to a floating rate. Under the terms of the swap agreement, the
Bank receives a fixed coupon rate of 7.375% and pays a variable interest rate equal to the three-month
LIBOR that is reset on a quarterly basis, plus 3.62%. This swap is designated as a fair-value hedge that
qualifies for the “short-cut” method of accounting. Changes in the fair value of both the interest rate swap
and the hedged subordinated debt are recorded in the statements of income. However, the impact of these
fully offset because of the hedge’s effectiveness. The swap’s fair value was $3.7 million and $2.8 million
with a floating rate of 7.77% and 5.69% on December 31, 2005 and December 31, 2004, respectively.

The Company’s credit exposure on the interest rate swap is limited to its net favorable fair value, if any, and
the interest payment receivable from the counterparty.

JUNIOR SUBORDINATED DEBT/COMPANY MANDATORILY REDEEMABLE TRUST
PREFERRED SECURITIES

On January 1, 2004, the Company adopted FIN 46R, Consolidation of Variable Interest Entities. Upon
adoption, the trusts that previously issued the outstanding company-obligated mandatorily redeemable trust
preferred securities were deconsolidated from the Company’s Consolidated Financial Statements. Instead,
the junior subordinated debentures issued by the Company to these subsidiary trusts are shown as liabilities
in the consolidated balance sheets and interest expense associated with the junior subordinated debentures
are shown in the consolidated statements of income.
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As of December 31, 2005 and 2004, the Company had the following issues of trust preferred securities
outstanding and junior subordinated debt owed to trusts (dollars in thousands):

Trust Junior
Preferred Subordinated
Securities Debt Owed To
Description Issuance Date Outstanding Interest Rate Trusts Final Maturity Date
Capital TrustIT ............ March 21, 2001 $28,750 9.20% Fixed $29,639 March 21, 2031
Statutory TrustOne . ........ August 30, 2002 20,000 3-month 20,619  August 30, 2032
LIBOR plus
3.45%
Capital TrustIIT ........... September 26,2002 31,250 8.30% Fixed 32,217  September 26,.2032
Total .................... $80,000 $82,475

Each of the trusts is a statutory business trust organized for the sole purpose of issuing trust securities and
investing the proceeds thereof in junior subordinated debentures of Sterling Bancshares, the sole asset of
each trust. The preferred trust securities of each trust represent preferred beneficial interests in the assets of
the respective trusts and are subject to mandatory redemption upon payment of the junior subordinated
debentures held by the trust. The common securities of each trust are wholly-owned by Sterling Bancshares.
Each trust’s ability to pay amounts due on the trust preferred securities is solely dependent upon Sterling
Bancshares making payment on the related junior subordinated debentures. Sterling Bancshares’ obligations
under the junior subordinated debentures and other relevant trust agreements, in aggregate, constitute a-full
and unconditional guarantee by Sterling Bancshares of each respective trust’s obligations under the trust
securities issued by each respective trust.

Each issuance of trust preferred securities outstanding is mandatorily redeemable 30 years after issuance and
is callable beginning five years after issuance if certain conditions are met (including the receipt of
appropriate regulatory approvals). The trust preferred securities may be prepaid earlier upon the occurrence
and continuation of certain events including a change in their tax status or regulatory capital treatment. In
each case, the redemption price is equal to 100% of the face amount of the trust preferred securities, plus the
accrued and unpaid distributions thereon through the redemption date.

The trust preferred securities issued under Statutory Trust One were privately placed. The interest on these
securities is a floating rate that resets quarterly. Until August 30, 2007, there is a ceiling on the three-month
LIBOR of 8.50% resulting in a ceiling on the floating rate of 11.95% during this period. As of December 31,
2005, the floating rate was 7.47% on these securities.
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12, INCOME TAXES

The components of the provision for income taxes follow (in thousands):

_ Year Ended December 31,
2005 2004 2003
CuItent ... e $17,431  $8,333  $13,515
Deferred ..........ciiii i (1,481) 1,151 522
Income tax expense from continuing operation ......... 15,950 9,484 14,037
Income tax expense related to discontinued operations . . . — — 25,064
Total ... $15,950  $9,484  $39,101

The provision for income taxes differs from the amount computed by applying the federal income tax
statutory rate of 35% to income from continuing operations as follows (in thousands):

Year Ended December 31,
2005 2004 2003

Taxes calculated at statutoryrate .................... $18,261 $12,056 $14,837
Increase (decrease) resulting from:

Release of reserves . ......cocvvvvvinneenn... (851) (1,200) —

Tax-exempt interest income . ................... 847) (762) (859)

Tax-exempt income from bank-owned life

INSUFANCE . . vt e e et i et it eieeeaeeann (1,006) (706) (703)

Other,net .........ciiriir i, 393 96 762

Income tax expense from continuing operations ........ $15950 $ 9,484  $14,037

During the year ended December 31, 2005 and 2004, the Company revised its estimate to remove contingent
liabilities totaling $851 thousand and $1.2 million related to the expiration of previous tax contingencies and
refunds received, including the filing of various state tax returns related to the Company’s mortgage banking
segment which was sold in 2003.
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Significant deferred tax assets and liabilities at December 31, 2005 and 2004, were as follows (in

thousands):
December 31,
2005 2004
Deferred tax assets:
Real estate acquired by foreclosure . .. ......... .. ... ... ..o oL, $ 180 $ 74
Depreciable assets . ... ...ttt e 354 —
Allowance for credit 10SSes . . ... vi it 11,341 9,786
Net operating loss carryforward ........... ... ... ... i 13 315
Deferred compensation . ..............ouiniineinininennnnennnon. 1,542 1,493
Net unrealized loss on available-for-sale securities ................... 3,732 125
SCMC indemnification reServe . .......cov vttt e 653 669
Other ... e 450 —
Total deferred tax assets . ..........cuiiit i 18,265 12,462
Deferred tax liabilities:
Depreciable assets .. .......i ittt e — 573
Federal Home Loan Bank stock dividends .. ........................ 511 208
Core depositintangibles ......... ... ... .. . . i, 1,243 644
Prepaid expenses ......... ...t 643 —
Other ... 388 384
Total deferred tax liabilities .......... ...ttt nnennnn.. 2,785 1,809
Net deferred tax assets before valuation allowance ....................... 15,480 10,653
Valuation allowance . ............. .0t — (262)
Net deferred tax @ssetS . .. ..ottt e e e e $15,480 $10,391

Net operating loss carryforwards expire in 2007. A valuation allowance had been provided to offset deferred
tax assets on net operating losses that could not be utilized under tax regulations. This valuation allowance
was eliminated upon their expiration in 2005.

EMPLOYEE BENEFITS

Profit sharing plan—The Company’s profit sharing plan includes substantially all employees. A profit
sharing pool is paid out only when the Bank achieves a minimum 12% return on average equity (ROE).
During the year 2004 and 2003, contributions to the plan were made at the discretion of the Board of
Directors but generally equaled up to 10% of the Company’s pre-tax net income, subject to IRS limitations.
Employee contributions to 401(k) plan accounts are optional. The Company matches 50 percent of the
employee’s 401(k) plan account contribution, up to 6 percent of the employee’s base pay and fully vest after
four years of service. Contributions to the 401(k) are accrued and funded currently. In the year 2005, the
matching expense for the 401(k) was $1.1 million. There was no profit sharing contribution since the
Company did not achieve the minimum ROE threshold. Total profit sharing and matching contribution
expense for 2004 and 2003 was approximately $3.5 million and $4.5 million, respectively.

Stock-based compensation—On April 28, 2003, Company shareholders approved the “2003 Stock
Incentive and Compensation Plan” (the “2003 Stock Plan™), a ten-year plan. The 2003 Stock Plan provides
for the issuance of a maximum of 2,150,000 shares of the Company’s common stock in the form of
unrestricted stock awards, restricted stock awards, stock appreciation rights or stock options.
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Options are granted to officers and employees at exercise prices determined by the Human Resources
Programs Committee (“Committee™) of the Board of Directors. These options generally have exercise prices
equal to the fair market value of the common stock at the date of grant and vest ratably over a four-year
period. Options granted under the plan must be exercised not later than ten years from the date of grant.

A summary of changes in outstanding stock options is as follows (shares in thousands):

Year Ended December 31,
2005 2004 2003
Weighted Weighted Weighted
Average Average Average
Exercise Exercise Exercise
Shares Price Shares Price Shares Price
Shares under option, beginning of year ... ............ 1,686  $10.63 2,081 $10.03 2270 $ 9.07
Shares granted .......... ...ttty 106 14.73 103 13.71 350 12.13
Shares canceled/expired ...................... (179) 13.57 (183) 12.86 (105) 12.46
Sharesexercised ............c.ciriiieiiiiinn (299) 9.68 (315) 6.67 (434) 5.43
Shares under option,end of year . ................... 1,314  $11.03 1,686 $10.63 2,081  $10.03
Shares exercisable, end of year ..................... 1,003 $10.28 1,183 $ 9.74 1,221 $ 8.63
Weighted average fair value of options granted during
the year . ......ovvrit i $ 3.94 $ 3.40 $ 3.01
Remaining authorized shares under approved plans, end
ofyear ...... ... 3,023 3,877 1,892
The fair value of options at date of grant was estimated using the Black-Scholes option-pricing model with
the following weighted-average assumptions:
2005 2004 2003
Expected life (years) ......... ..ot 445 441 433
Risk free interest rate .. ........oonienvininnn i naaeinanannnnn 436% 3.49% 2.93%
R Z0) T 1 2 28.66% 27.85% 29.27%
Dividend yield . ... ...t 1.55% 140% 1.50%
The following table presents information relating to the Company’s stock options outstanding at
December 31, 2005 (share data in thousands):
Options Outstanding Options Exercisable
Weighted-Average
Number Weighted-Average Remaining Number Weighted-Average
Range of Exercise Prices Outstanding Exercise Price Life (Years) Exercisable Exercise Price
$ 3.1421-% 47130 .. .. 7 $ 395 04 7 $ 395
$ 47131-% 6.2840 .. .. 41 5.95 2.3 41 5.95
$ 6.2841-8 7.8550 .... 23} 7.12 34 231 7.12
$ 7.8551-% 94260 . ... 159 8.65 35 159 8.65
$ 9.4261 - $10.9970 . . .. 53 10.12 39 53 10.12
$10.9971 - $12.5680 . . .. 380 11.86 59 280 11.80
$12.5681 - $14.1390 . . .. 229 13.06 6.3 157 12.99
$14.1391 - $15.7100 . . .. 214 14.84 7.9 75 15.24
Total ................ 1,314 $11.03 5.3 1,003 $10.28

|
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Share awards may granted under the 2003 Stock Plan by the Committee which has sole authority to select
the employees, establish the awards to be issued, and approve the terms and conditions of each award
contract. Share awards are generally made with a four-year vesting period and may be subject to certain
performance standards as established by the Committee. The market value of non-vested shares at the date
of grant is deferred and expensed ratably over the vesting period. The weighted-average market price per
share of non-vested share awards in 2005 were $14.38.

Share awards totaling 90,810, 97,265, and 20,710 shares were made during 2005, 2004 and 2003,
respectively. At December 31, 2005, there were 106,154 unvested shares outstanding under previous stock
grants. Compensation expense of $703 thousand, $840 thousand, and $272 thousand was recorded during
2005, 2004 and 2003, respectively, for the share awards. Compensation expense related to non-vested stock
awards totaled $190 thousand in 2005.

Stock purchase plan—The Company offers the 2004 Employee Stock Purchase Plan (the “Purchase Plan”)
effective July 1, 2004, which superceded the 1994 Employee Stock Purchase Plan (old ESPP). An aggregate
of 1.5 million shares of Company common stock may be issued under this plan subject to adjustment upon
changes in capitalization. The Purchase Plan is a compensatory benefit plan to all employees who are
employed for more than 20 hours per week and meet minimum length-of-service requirements of three
months. The Purchase Plan is subscribed through payroll deduction only and deductions may not exceed
10% of the eligible employee’s compensation. The purchase price for shares available under the Purchase
Plan is 90% of the lower of the fair market value on either the quarterly enrollment date or exercise date.
During 2005, 20,341 shares were subscribed for through payroll deduction under 2004 Purchase Plan
compared to 16,592 shares in 2004.

Under the old ESPP, the employees were given the opportunity to purchase stock outright at time of offering
since the stock price was set in advance of the offer. Under the old ESPP, 4,737 shares were subscribed for
through payroll deduction during 2004.

SHAREHOLDERS’ EQUITY

Treasury stock—On April 25, 2005, the Company’s Board of Directors authorized the repurchase of up to
2,500,000 shares of common stock, not to exceed 500,000 shares in any calendar year. Under this plan, the
Company may repurchase shares of its common stock from time to time in the open market or through
privately negotiated transactions. In 2005, the Company repurchased 125,000 shares at a weighted average
cost per share of $15.87, for a total purchase price of $2.0 million.

Preferred stock—The Board of Directors has approved the sale of convertible preferred stock in series
pursuant to confidential private placement memoranda upon the opening of various banking offices. The
shares are sold to investors who may assist in the business development efforts of the opening office and are
convertible to common shares dependent on that banking office meeting certain performance and deposit
growth goals. The conversion ratio into common stock is predetermined at time of placement. On
November 7, 2004, each of 20,000 shares Series I Preferred Stock, issued on March 7, 2002 in connection to
the opening of a Dallas banking office, was converted into one share of common stock based on the
performance goals attained.

During 2003, outstanding shares of Series H preferred stock issued in the year 2000 were converted into
64,350 common shares. The conversion into common stock was made at a 1.1x conversion rate based on the
attainment of performance goals by the Bellaire office.
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15. EARNINGS PER COMMON SHARE

Earnings per common share was computed based on the following (in thousands, except per share amounts):

Year Ended December 31,
2005 2004 2003
Income from continuing operations .................. i, $36,222 $24,963 $28,354
Income from discontinued operations ............... ... ... .. . — —_ 20,756
NELINCOME . . ottt ettt et e et et et e ettt e e $36,222 $24,963 $49,110
Basic:
Weighted average shares outstanding ........................... 45288 44,839 44,180
Diluted:
Add incremental shares for:
Assumed exercise of outstanding options and non-vested stock
grantawards . ....... .. 473 422 439
Assumed conversion of preferred stock . .......... ... ... ... — 17 29
Total diluted shares .......... ... 45,761 45278 44,648
Earnings per share
BaSiC . . $ 08 $ 056 $ 1.11
Diluted . ... $ 079 $ 055 $ 1.10
Earnings per share from continuing operations
BaSIC © vttt et e e e e $ 080 $ 056 $ 0.64
DAlUEd v vt e ittt e e e $ 079 $ 055 $ 0.64

The incremental shares for the assumed exercise of the outstanding options were determined by application
of the treasury stock method. The incremental shares for the conversion of the preferred stock were
determined assuming applicable performance goals had been met. The calculation of diluted earnings per
share excludes 112 thousand, 219 thousand and 620 thousand options outstanding during 2005, 2004, and
2003, respectively, that were anti-dilutive.

16. COMMITMENTS AND CONTINGENCIES

Leases—A summary as of December 31, 2005, of noncancelable future operating lease commitments is as
follows (in thousands):

2006 . e e e $ 3,929
2007 o e e e 3,800
2008 . e e e e 3,529
2000 . e e 3,009
2000 L e e e e e 2,839
TRErEAfter . . o ottt e e e 14,498
0 71 $31,604

Rent expense under all noncancelable operating lease obligations, net of income from noncancelable
subleases aggregated, was approximately $4.3 million, $3.4 million and $3.5 million for the years ended
December 31, 2005, 2004 and 2003, respectively.
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Litigation—The Company has been named as a defendant in various legal actions arising in the normal
course of business. In the opinion of management, after reviewing such claims with outside counsel,
resolution of these matters will not have a material adverse impact on the consolidated financial statements.

Severance and non-competiton agreements—The Company has entered into severance and
non-competition agreements with certain executive officers. Under these agreements, upon a termination of
employment under the circumstances described in the agreements, each executive officer would receive:

(i) two years’ base pay; (ii) an annual bonus for two years in an amount equal to the highest annual bonus
paid to the respective executive officer during the three years preceding termination or change in control (as
defined in the agreement); (iii) continued eligibility for Company perquisites, welfare and life insurance
benefit plans, to the extent permitted, and in the event participation is not permitted, payment of the cost of
such welfare benefits for a period of two years following termination of employment; (iv) payment of up to
$20,000 in job placement fees; and (v) to the extent permitted by law or the applicable plan, accelerated
vesting and termination of all forfeiture provisions under all benefit plans, options, restricted stock grants or
other similar awards.

FINANCIAL INSTRUMENTS WITH OFF-BALANCE SHEET RISK

The Company is a party to various financial instruments with off-balance sheet risk in the normal course of
business to meet the financial needs of its customers. These financial instruments include commitments to
extend credit and standby letters of credit. These instruments involve, to varying degrees, elements of credit
and interest rate risk in excess of the amounts recognized in the consolidated balance sheets. The
Company’s exposure to credit loss in the event of nonperformance by the other party to the financial
instrument for commitments to extend credit is represented by the contractual or notional amount of these
instruments. The Company uses the same credit policies in making these commitments and conditional
obligations as it does for on-balance sheet instruments.

The following is a summary of the various financial instruments entered into by the Company (in
thousands):

December 31,
2005 2004
Commitments to extend credit . .......... ... ... $832,866  $657,740
Standby lettersof credit ............ .. .. ... ... . .. 53,252 28,435

Commitments to extend credit are agreements to lend to a customer as long as there is no violation of any
condition established in the contract. Commitments generally have fixed expiration dates or other
termination clauses and may require payment of a fee. Since many of the commitments are expected to
expire without being fully drawn upon, the total commitment amounts disclosed above do not necessarily
represent future cash requirements. The Company evaluates each customer’s creditworthiness on a
case-by-case basis. The amount of collateral obtained, if considered necessary by the Company, upon
extension of credit, is based on management’s credit evaluation of the customer.

Standby letters of credit are conditional commitments issued by the Company to guarantee the performance
of a customer to a third party. The credit risk to the Company in issuing letters of credit is essentially the
same as that involved in extending loan facilities to its customers.

Off-balance sheet arrangements also include the Trust Preferred Securities, which have been
de-consolidated in this report as required by Financial Accounting Standards Board Interpretation 46,
“Consolidation of Variable Interest Entities.” Further information regarding the Trust Preferred Securities
can be found in Note 11 of this report.
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18. REGULATORY MATTERS

Capital requirements—The Company is subject to various regulatory capital requirements administered by
the state and federal banking agencies. Any institution that fails to meet its minimum capital requirements is
subject to actions by regulators that could have a direct material effect on its financial statements. Under the
capital adequacy guidelines and the regulatory framework for prompt corrective action, the Bank must meet
specific capital guidelines based on the Bank’s assets, liabilities, and certain off-balance sheet items as
calculated under regulatory accounting practices. The Company’s capital amount and classification under
the regulatory framework for prompt corrective action are also subject to qualitative judgments by the
regulators.

To meet the capital adequacy requirements, Sterling Bancshares and the Bank must maintain minimum
capital amounts and ratios as defined in the regulations. Management believes, as of December 31, 2005 and
2004, that Sterling Bancshares and the Bank met all capital adequacy requirements to which they are
subject.

The most recent notification from the regulatory banking agencies categorized Sterling Bank as “well
capitalized” under the regulatory capital framework for prompt corrective action and there have been no
events since that notification that management believes have changed the Bank’s category. The Company’s
consolidated and the Bank’s capital ratios are presented in the following table:

To Be Categorized as

Well Capitalized Under
For Capital Prompt Corrective
Actual Adequacy Purposes Action Provisions
Amount Ratio Amount Ratio Amount Ratio
(In thousands, except percentage amounts)
Consolidated:
As of December 31, 2005:
Total capital (to risk weighted assets) ..... $411,229 12.4% $266,220 8.0% N/A N/A
Tier 1 capital (to risk weighted assets) . .. .. 332,590 10.0% 133,110 4.0% N/A N/A
Tier 1 capital (to average assets) ......... 332,590 9.1% 145980 4.0% N/A  N/A
As of December 31, 2004:
Total capital (to risk weighted assets) ... .. $406,343  14.6% $223,457 8.0% N/A N/A
Tier 1 capital (to risk weighted assets) . . . .. 328948 11.8% 111,729 4.0% N/A N/A
Tier 1 capital (to average assets) ......... 328948 10.1% 129,625 4.0% N/A N/A
Sterling Bank:
As of December 31, 2005:
Total capital (to risk weighted assets) ..... $406,444 12.2% $265,767 8.0% $332,209 10.0%
Tier 1 capital (to risk weighted assets) . . . .. 327,804 99% 132,884 4.0% 199,326 6.0%
Tier 1 capital (to average assets) ......... 327,804 9.0% 145,709 40% 182,137 5.0%
As of December 31, 2004:
Total capital (to risk weighted assets) ..... $399.808 14.3% $222,987 8.0% $278,734 10.0%
Tier 1 capital (to risk weighted assets) . . . . . 322413 11.6% 111,494 4.0% 167,241 6.0%
Tier 1 capital (to average assets) ......... 322,413 99% 129,387 4.0% 161,733 5.0%
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On January 1, 2004, the Company deconsolidated the outstanding trust preferred securities from its
Consolidated Financial Statements. However, trust preferred securities are still considered in calculating the
Company’s Tier 1 capital ratios as permitted by the Federal Reserve rules. These rules, when fully
transitioned and applicable on March 31, 2009, will limit the aggregate amount of trust preferred securities
and certain other capital elements to 25% of Tier 1 capital, net of goodwill. At December 31, 2005
approximately $63.1 million of the $82.5 million of trust preferred securities would count as Tier 1 capital.
The excess amount of trust preferred securities not qualifying for Tier 1 capital may be included in Tier 2
capital. This amount is limited to 50% of Tier 1 capital. Additionally, the rules provide that trust preferred
securities no longer qualify for Tier 1 capital within 5 years of their maturity. Under the final transitioned
rules, there would not be a material impact on the Company’s consolidated capital ratios at December 31,
2005.

Dividend restrictions—Dividends paid by the Bank are subject to certain restrictions imposed by regulatory
agencies. Under these restrictions there was an aggregate of approximately $141 million available for
payment of dividends at December 31, 2005 by the Bank. At December 31, 2005, the aggregate amount of
dividends, which legally could be paid without prior approval of various regulatory agencies, totaled
approximately $74 million by the Bank.

DISCONTINUED OPERATIONS

The Company sold its 80% interest in SCMC on September 30, 2003 to RBC Mortgage Company, an
indirect subsidiary of the Royal Bank of Canada. SCMC’s operations were reported previously as the
Company’s mortgage banking segment; which is now reported together with the net gain on sale as
discontinued operations. As such, the results of operations and cash flows of SCMC have been removed
from the Company’s results of continuing operations for all periods presented. The results of SCMC
presented as discontinued operations in the statement of income for the year ended December 31, 2003 are
as follows (in thousands except per share amount):
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For the Year Ended
December 31, 2003
Net interest income (loss) after provision for creditlosses ......................... $ (4,407)
Noninterest income:
Gain on the sale of mortgage loans .............oo v 34,621
Mortgage Origination iNCOME . . ... ... vvuttint it anneas 23,823
Gain on the sale of Sterling Capital Mortgage Company ............. ... ... 47,783
(711> S R 8,064
Total NONINEELESt INCOME . . v v\ v v et ve e ia e in e naea e s 114,291
Noninterest expense:
Salaries and employee benefits ........... . ..o i 24,246
OCCUPANCY EXPENSE . . . v v v evvvenneeenee et et aaes o e s aatee e s 9,420
TechnOlOZY ..o vttt e 878
Professional fees .. ... vvitn i e 773
Postage and delivery charges .. ........ ..ot 1,231
Mortgage servicing rights amortization and impairment . . ........... ... ... .. 16,615
Minority interest expense for SCMC . ... ... ...t 40
(071 17= oA A G S R 10,861
Total NONINLETESt EXPENSE . .. oo v i e et e e et 64,064
Income from discontinued operations before income taxes .............. ... ... 45,820
Provision for iNCOME tAXES . .. v v vt iie it ittt ia e iie e eees 25,064
Income from discontinued Operations .. ............c.eueieiiiiiiiaiiiiiin s $ 20,756
Earnings per share from discontinued operations:
BaSIC « o oot et et e $ 047
DAIELEA .« . v\ vttt ettt e $ 046

During 2005, the Company revised the statement of cash flows from discontinued operations related to
SCMC to indicate the applicable cash flows from operating, investing, and financing activities. In prior
years, cash flows from discontinued operations were included as one line item in the statement of cash flows
under the caption “Net cash provided by (used in) discontinued operations”.

20. DISCLOSURES ABOUT FAIR VALUE OF FINANCIAL INSTRUMENTS

The estimated fair values of financial instruments were determined by management as of December 31,
2005 and 2004, and required considerable judgment. Accordingly, the estimates presented herein are not
necessarily indicative of the amounts the Company could realize in a current market exchange. The use of
different market assumptions and/or estimation methodologies may have a material effect on the estimated
fair values presented.

The following methods and assumptions were used to estimate the fair value of cash and of financial
instruments for which it is practicable to estimate that value:
Cash and Short-term investments—The carrying amount is a reasonable estimate of fair value.

Securities—Fair value equals quoted market prices, if available. If a quoted market price is not available,
fair value is estimated using quoted market prices for similar securities.
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Trading Assets—Securities bought with the anticipation of sale in the near term are carried at fair market
value which equals quoted market prices. If a quoted market price is not available, fair value is estimated
using quoted market prices for similar securities.

Loans Held for Sale—TFair value equals quoted market prices, if available. If a quoted market price is not
available, the fair value is estimated by discounting the future cash flows using the current rates at which
similar loans would be made to borrowers with similar credit ratings and for the same remaining maturities.

Loans Held for Investment—The carrying value for variable-rate loans approximates the fair value since
these loans frequently reprice. The fair value of fixed-rate loans is estimated by discounting the future cash
flows using the current rates at which similar loans would be made to borrowers with similar credit ratings
and for the same remaining maturities.

Deposit Liabilities—The fair value of demand deposits, savings accounts and certain money market
deposits is the amount payable on demand at the reporting date. The fair value of certificates of deposit is
estimated using the rates currently offered for deposits of similar remaining maturities.

Subordinated Debt—The subordinated debt is carried at fair value because this borrowing is hedged fully
by an interest rate swap that reprices at market rates on a quarterly basis.

Junior Subordinated Debt—Fair value equals quoted market prices, if available. If a quoted market price is
not available, fair value is estimated using quoted market prices for similar subordinated debentures.

Short-Term Borrowings—The carrying amount is a reasonable estimate of fair value because these
borrowings reprice at market rates generally within ninety days.

Off-Balance Sheet Financial Instruments—The fair value of commitments is estimated using the fees
currently charged to enter into similar agreements, taking into account the remaining terms of the
agreements and the present creditworthiness of the counterparties. For fixed-rate loan commitments, fair
value also considers the difference between current levels of interest rates and the committed rates. The fair
value of guarantees and letters of credit is based on fees currently charged for similar agreements or on the
estimated cost to terminate them or otherwise settle the obligations with the counterparties at the reporting
date. These amounts were not significant at the reporting dates.
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The estimated fair values of the Company’s financial instruments are as follows (in thousands):

December 31,

2005 2004
Carrying Estimated Carrying Estimated
Amount Fair Value Amount Fair Value
Financial assets:
Cash and short-term investments .. .........oueerenaennecons $ 147,253 $ 147,253 $ 89,034 $ 89,034
Trading @SSELS . « .« oot vvetee e 28,515 28,515 36,720 36,720
Available-for-sale SeCUItIES . . v v v vt i e et 495,945 495,945 540,704 540,704
Held-to-maturity SECUIties . ... ... ovveeeen i 123,053 122,015 117,414 119,022
Loans held forsale .. ...ovvvrnrnin it iaeanenn 8,354 8,354 6,881 6,881
Loans held forinvestment ............c.ovvuierinnmenenacnns 2,691,008 2,736,886 2,338,096 2,433,474
Less allowance for 10an 1oSses .. ....ovnerninireririneeaenenn (31,230) (31,230) (30,232) (30,232)
TOtAl © ot e e e e e $3,462,898 $3,507,738 $3,098,617 $3,195,603
Financial liabilities:
DEPOSIES .« v v vvvtieet e $2,838,143 $2,392,258 $2,443,967 $2,358,599
Junior subordinateddebt . ...... ... ... i 82,475 82,475 82,475 82,475
Subordinated debt . ... ... i e 46,238 46,238 47,162 47,162
TOLETESE TALE SWAD . .« v venevve e encrassnsananeaseens 3,718 3,718 2,788 2,788
Short-term bOITOWINES .« ..o vvvvt v eiiiir i 392,850 392,786 420,575 420,599
TOtAL &+ o v v e e e e e e e et e $3,363,424 $2,917,475 $2,996,967 $2,911,623

21. SELECTED QUARTERLY FINANCIAL DATA (UNAUDITED)

The table below sets forth unaudited financial information for each quarter of the last two years (in
thousands, except per share amounts):

2005 2004

Fourth Third Second First Fourth Third Second First
Quarter Quarter Quarter Quarter Quarter Quarter Quarter Quarter

Interestincome ................ $57,236  $52,895  $49,340  $45,132  $42,903 $40,008  $38,203  $38,795
Interestexpense ................ 16,328 14,911 12,795 10,339 8,850 7,642 7,205 7,240
Net interest income ......... 40,908 37,984 36,545 34,793 34,053 32,366 30,998 31,555
Provision for credit losses ........ 3,245 4,565 3,221 3,340 3,854 2,115 2,781 3,500
Net interest income after provision
forcreditlosses .............. 37,663 33,419 33,324 31,453 30,199 30,251 28,217 28,055
Noninterest income . ............ 6,559 7,094 6,529 6,777 6,211 6,794 10,809 7,211
Noninterest eXpense ............ 28,544 27,712 27,474 26,916 29,332 27,609 28,769 27,590
Income before income taxes ...... 15,678 12,801 12,379 11,314 7,078 9,436 10,257 7,676
Provision for income taxes ... 4,416 4,115 3,863 3,556 908 2,950 3,184 2,442
Netincome .....-ceceeeuneonnn $11262 §$ 868 $ 8516 $ 7758 $6170 $ 6,486 $ 7,073 §$ 5234
Earnings per share:
Basic ................ $ 025 $ 019 $ 019 $ 017 $ 014 § 0.14 $ 016 $ 0.12
Diluted ............... $ 025 $ 019 $ 019 $ 017 $ 014 § 014 $ 016 $ 012
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Certain reclassifications have been made to prior quarter amounts to conform to the current year
presentation. All reclassifications have been applied consistently for the periods presented. During the
fourth quarter of 2005, the Company elected to reclassify loan origination fees previously included in net
interest income and an offsetting amount of direct origination costs that had been included in salaries and
employee benefits. These reclassifications had no impact on net income. Earnings per common share are
computed independently for each of the quarters presented and therefore may not sum to the totals for the
year.

22. PARENT-ONLY FINANCIAL STATEMENTS

STERLING BANCSHARES, INC.
(Parent Company Only)

CONDENSED BALANCE SHEETS
DECEMBER 31, 2005 AND 2004

(In thousands)
2005 2004

ASSETS
Cashandcashequivalents . ...................ooo oo $ 1,237 $ 2,358
Accrued interest receivable and other assets . . ................... ... .. 3,781 4,229
Goodwill . ... —_ 527
Investment in subsidiaries . ................ ... .. 409,692 386,116
Investment in Sterling Bancshares Capital Trusts .......................... .. 2,475 2,475
TOTAL ASSETS . . ... $417,185 $395,705
LIABILITIES AND SHAREHOLDERS’ EQUITY
LIABILITIES:

Accrued interest payable and other liabilities ........................ ... $ 238 % 58

Junior subordinated debt ............. ... ... .. . 82,475 82,475

Total liabilities ............... ... .. ... . . . 82,713 82,533

COMMITMENTS AND CONTINGENCIES
SHAREHOLDERS’ EQUITY:

Common Stock ... ... 45,458 45,068

Capital surplus . . ....... ... 58,757 54,522

Retained earnings ........... ... .. ... o i 239,171 213,814

Treasury Stock . ... (1,984) —

Accumulated other comprehensive loss, netof tax . ....................... (6,930) (232)

Total shareholders’ equity . ...................... 000 334,472 313,172

TOTAL LIABILITIES AND SHAREHOLDERS'’ EQUITY ................. $417,185 $395,705
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STERLING BANCSHARES, INC.
(Parent Company Only)

CONDENSED STATEMENTS OF INCOME
FOR THE YEARS ENDED DECEMBER 31, 2005, 2004 AND 2003

(In thousands)
2005 2004 2003
REVENUES:
Dividends received from bank subsidiaries .............. ... it $47,170 $10,095 $47,589
Other iNCOME . . .t o ottt ettt ettt ettt e anas 203 193 191
TOtAl TEVEMUES .« v v oot vttt ettt it smneee e 47,373 10,288 47,780
EXPENSES:
Interest expense:
Notespayable . ...ttt — — 585
Junior subordinated debt . ... ... i i e 6,933 6,431 6,379
General and administrative . ...... o it it e e 2,580 1,666 1,731
TOtal EXPENSES .+ v v v v v v vrteeeenetnnenn et nner e 9,513 8,097 8,695
Income before equity in undistributed earnings of subsidiaries and income
BAKES & v e v e e et e e e e e e e 37,860 2,191 39,085
Equity in undistributed earnings of subsidiaries ................... ..ol (4,891) 20,009 7,084
Income before income tax benefit . .........cc i i 32,969 22,200 46,169
Income tax benefit ... ..cv i i e e 3,253 2,763 2,941
NELINCOME .« o v v et et e e e e e e e et ettt e et e e $36,222 $24,963 $49,110
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STERLING BANCSHARES, INC.
(Parent Company Only)

CONDENDSED STATEMENTS OF CASH FLOWS
FOR THE YEARS ENDED DECEMBER 31, 2005, 2004 AND 2003

(In thousands)
2005 2004 2003
CASH FLOWS FROM OPERATING ACTIVITIES:
Netincome .. ...ttt $36222 $24,963 $49,110
Adjustments to reconcile net income to net cash provided by operating
activities:
Equity in undistributed earnings of subsidiary . ...................... 4,891 (20,009 (7,084)
Change in operating assets and liabilities:
Accrued interest receivable and other assets ...................... 448 (287) 1,246
Accrued interest payable and other liabilities ..................... 180 1 (194)
Net cash provided by operating activities ...................... 41,741 4,668 43,078
CASH FLOWS FROM INVESTING ACTIVITIES:
Purchase of PlazaBank ........... ... . ... . 0, — — (18,329)
Purchase of Prestonwood Bancshares, Inc. . .......................... (34,638) — —
Proceeds from sale of Plaza Bank charter ............................ — 300 —
Net cash (used in) provided by investing activities ............... (34,638) 300 (18,329)
CASH FLOWS FROM FINANCING ACTIVITIES:
Repayments of notespayable .. .................................... — — (21,430)
Repurchase of common Stock . ......... ...t (1,984) — —
Proceeds from issuance of commonstock . ............. ... ... 4,625 5,975 4,940
Payments of cashdividends ............. ... ... ... ... ... ... ... ..... (10,865)  (8,968) (7,955)
Net cash used in financing activities .......................... (8,224)  (2,993) (24,445)
NET (DECREASE) INCREASE IN CASH AND CASH
EQUIVALENTS . ... ... i (1,121) 1,975 304
CASH AND CASH EQUIVALENTS AT BEGINNING OF YEAR . . ... .. 2,358 383 79
CASH AND CASH EQUIVALENTS ATEND OF YEAR .............. $ 1,237 § 2358 $ 383
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